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mbp3 Horzfeid-cross 

A Irwia Kramer ia a partner at Allen & Ccrapanv 
and Mr. Charles Allen's con-in-law. 

Q At the time you had that conversation with 
Mr. Kramer, did you know him to bo a partner in Chari.. 
Allon » Co., Inc. and tho son-in-law of Mr.Charles Allan? 

: (i,. % 

A Yeef, a-did. 

MR. POLLACK: Objection to the form of the - 
question. There is no ouch company as Charles Allen & 

CO., me. There ia Allen t Co. and there ia a corporation 
called Alloa & Co., Inc. They ace distinct entities. 

MR. CRACO: with that understanding,this might 
bo a good moment to clarify one of tho stipulated frets 
that wo put in. 

MR. POLLACK: That would be on the third- 
party action. 

MR. CRACO: As long as you have raised the 
question of identity, wo havo stipulated, your Donor, on 

paga 6 of the protrial stipulation to tho following stata- 
msnt. Item 4: 

Allen & Co., which is a third-party defendant 
horo, never made any representations of any kind to 
Laventhol in connection with Firestone.* 

we stipulated to that oa the basis of certain 
representations made to us by counsel for that defendant 

A 

sysms-.A district coiraT .ilpc^ters 

UfBT£2> SWF S COUM KOCE 

POLliY &Pr JAF!C, M.Y., M.Y. lOOiK’ TliLtiFKOKGi Q0 rtla»O v i 
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Horafeld-oroBS 


as to tha character of the various dafendants Alien & Co. 

V * 

and Alien & Co. # Inc., and ho has satisfied mo that Allen 
& Company functions in an unrelated, field, and that Allen & 

V 

Company, Incorporated, is tie one that did the private 
placement involved here. 

la that a fair statement of your presentation 
to raa, Mr. Pollack? 

MR. POLLACK: The last statement that you made 
distinguishing between the two is a correct statement. 

MR. CRACO: All right. Ivd.il roframa my question 
in the light of that objection and stipulation. 

Q At the time you had tho convex cation you aro 
about to discuss with Mr. Kriimor, did you know him to bo 
Charles Allen's con-in-law? 

A Yes. 

THE COURT: I am sorry, I will have to interrupt 
at this point. Tho grand jury is down to return some 
indictments. Wa will resume at 2.IS. 

MR. CRACO: Your Honor, may I, either on or 
off tho record, have coma guidance with respect to tho 
calling of witnesses hero? Soma of them are leng- 
distinea. They are on call, but I just wondered what 

your intended ochodula was today so that I can have them 
hero when you need them. 


ajuvs'i:;.;} o&racr causr m-parre-Rs 

ICaYEfi) STAYuSCOJ iT HOUSE 

PCU-Y H.Y, Tu.L;C ; ;;:.i;;2j OQutiansvt 7*35$) 












mop a 


Herzfold-croso 

THE COURT: I would like to finish this case 


tomorrow. I will bo guidod by you a 3 to how long wo have 
to ait today to accomplish that purpo 3 o. wo will go into 
tho ovoning if wo have to, because Monday I have another 
trial charting. Wo wero delayed hero through no ono's 
fault, but we aro nonotholcsa delayed, and that haa got my 
schedule upsst. Thoro are other people rolying on starting 
on Monday, so to that end I would appreciate your putting 
thia caco in as quickly aa you can, but I will ait as lato 
aa X have to to finish this case by tomorrow. 

MR. CRACO: Thank ycu, : air. 

(luncheon rcccca.) 


soudhkp^ Disreurr cci.it reporters 

* !■: Si STATE S COM tT MOUSE 
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77 



2 

AFTERNOON SESSION 


3 

MR. POLLACK: Your Honor, may I raise two 


4 

procedural matters, please? 


- HTf 

KJ 

TIIE COURT: Surely. 


6 

MR. POLLACK: The first is that wa turned over 

. 

7 

to Mr. Craco on Monday at tho beginning of th© trial the 


8 

deposition of hie principal witness, in tho partner in 


9 

charge at Lavcniliol & Company, Arnold Lipkin. wo have 


10 

asked sj.ncQ that time on coveral occasions to havo the 

» 

11 

signed transcript back so that wo could prepare our 

> 

12 

counterclaim. it has not bean returned signed. I move 


13 

tha Court that it ba doomed oign<?d. 


14 

I alco point out to tho Court that tha same man 


15 

signed the dcpoai'lon conducted by Mr. Haimoff. Tho date of 


16 

tho signature) is today, bo clearly ho is in town and could 


17 

havo oignod it. Therefore, I ask that it bo deemed 


18 

oigned. 


19 

MR. CRACO: Judge, I havo no objection to its 


20 

baing deemed oigned. it wen handed to uo in court on 


21 

tho day this trial began. Mr. Lipkia ia one of the 


22 

California witnesses. It is tho transcript of a two-day 

) 

23 

deposition. It is that thick, and ho will sign it aa soon 


24 

an ho ia finished reading it. Ho signed tha cna that he 


25 

has finished reading today today, and in the meanwhile if 

i 



SOUWUP'r! DHTOtCT CCt .IT ftElPCWERS 

IK TiT;i3 SYATES CCtl: IT HOUSE 
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78 


Mr. Pollack la inconvenienced, I have no objection to its 
boiag doomed signed until such time as it is. 

the COURT: Don't deem it signed. Have him 

sign it. 

MR. CRACO: Ho is going to sign it aa soon as 

finishes reading it. He has toswear it'o true. 

MR- POLLACK: Your Honor, thorn is a second 

matter, in order to aid in the clarification of the case, 

at this tirao I would rcovo that the third-party defendants 

that havo not boon served with process, who include the- 

■ # 

Fircotono Group, Ltd., Leo w. Mayor and Richard m. Firo- 
etor.o, tliat the third-party complaint against them ba 
diamiaced fcrlack of jurisdiction, C o that wo know wharo 
wo ctead with respect to them, and everybody olao knowo 
where they stand. 

MR. CRACO: Judga, I don't knew what standing 
Mr. Pollack, who doesn't represent these men, has to raise 
that issue. 

THE COURT: i suppose i could raise it oui 
opoato, and I do, and i dismiss it. will you concede you 
didn’t serve thorn? 

MR. CRACO: Bog your pardon? 

the COURT: Do you concedo you didn’t serve 

fchfim? 


sownt-ci-.n; i dkyriCT cccqy rkpciiycks 

IMVfcfr STATS* CGl/QT C*M;UCS 

K1I:Y {-vAJARK, N.Y., t ".,V, 10017 C0.(YU\ia>T 7-4580 
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MR. CRACO: t concede I w;is unable to serve 


THE COURT: Tho Court has no personal juris¬ 


diction over thara. 


MR. CRACO: May I proceed? 

THE COURT: I raised that, as a matter of fact, 
tho othar day. 

MR. CRACO: I know you did, your Honor, but I 

thought thoro might bo acme vagrant chanco that among the 
threo witnesses Mr. Pollack was bringing in might bo one 
of those people, and wo might acquiro some jurisdiction. 
THE COURT: It might bo. 

hr. CRACO: I hope I will have an opportunity 
to renew my casa if that should bo tho case. 

May wa recall tho witness, ploaso? 

GERALD L. HERZPELD, resumed, having 
been previously sworn, testified furthor ns 
follows: 

CROSS EXAMINATION CONTINUED 
BY MR. CRACO: 

Q I think when wo broke for lunch, Mr. Horzfold, 

I had asked you whether at tho time that you had your 
conversations with Mr. Kramer about Firestone, you knew 
him to ba an officer of Alien & Company, Incorporated. 

d&Yh’.cv cou.rr tEFGKYc-rcs 

L r .m-T> i.YAY£:5 COU.Tf {6G«JK3 
KJ {J.,Y„ fj.Y. ISOWT tCLUV-SC'USi: 0 ),aL'«T 
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Harz fold-cross 


Yea. 


Q tod you know him at that time to be the son- 
in-law of Charles Allen? 

A Yea. 

0 would you deacribo th ? circumstances vnder 

which you had your conversation with Hr. Kramor? 

* At dinner one night,'^Mr. Kramer maztinned 

to ma —, ^ 


Q Bofora wo go into tha content of it, vao this 

a dionoic at your home? * 

* 

A No, at a restaurant. 


was anybody prsaont besides Mr. Kramar and 


yoursslf? 


A Mrs. Kramer and Mrs. Herzfold. 

Q la it fair to say that you and tha Kramers 
have be^a social friends for a good -fiiany years? 

A Yea. 

Q ' In the couroa of tha conversation at cinnor that 
evening, was tharo a conversation concerning tho Firoatoaa 
transaction? 

A Yos, there was. 

Q would you toll us to the best of your presont 

rocollection what Mr. Kramer said to you and what you said 
to He. Kramer on that subject on that occaa- 

SOWKETJI RBVKICT CCl ST REWSTENS 
u;!JT’£i> STATES CGU *T MOJO: 

M.Y., M,Y. KC(7 TeUi^k'i^-t GGwtlahd-Y 7^,'j.jo 










13 

14 

15 

16 
17 
16 

19 

20 
21 
22 
23 
2A 
25 


3°8a 

Herzfolcl-croas 31 

A Wall, Mr. Kramer didn’t know that I have previous 1 
heard about the Firestone Group from Mr. Baird. He, 
however, mentioned the Firestone Group to me and said 
while ha didn’t personally know anything about it, hia 
father-in-law had mentioned that it was a very attractive 
deal, and that there was one unit available, and would I 

J 

bo interested in it, and I said, yea, i would. 

Q Did Mr. Kramer describe tho opinion of his 
father-in-law or of Alloa & Company, inc. with regard to 
the quality of tha transaction? 

A Yog, ho — 

Q What did ho cay in that connection? 

A in that connection ho said that it viai a privato 
Placement in the office that the office felt very highly 
about. 

mr. POLLACK: objection, hearsay. 

MR. CRACO: Your Honor, Mr. Kramer is a vica- 
president of the third-party defendant company, ;md ha is 
opazking about a transaction in tho office. 

THIS COURT: Overruled. 

Q Did Mr. Kramer in words or oubatanco describe 

this to you ao or.o of tho hot tost deals ho had avac soon? 

A No. 

MR. POLLACK: Objection. 


souwterii district co.s!T rekwters 
u, :;V'L-t> ST8-ATTES CXX'/?T HOUSE 
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Hera f o Id- cros a 

the court t Sustained. Don't lead. 

MR. CRACO: i am on cross-examination, your 

Honor. 


THE COURT: i am sorry, you are right. 

MR. CRACO: Do you wish to reconsider the 

ruling? 


THE COURT: YC3, Bure. 

Q On thooccasion of your deposition, wo.ro you 
naked this question and did you give this answer: 

"Q Did there ccmo a time when you discussed tho 
Fircctono Group, Ltd. vrlth Irwin Kraraor?" 


Referring to pages 44 end 45: 


"A ono evening wo wore having dinner, Irwin and his 

wife and my wife and myself, and during the course of 

dinner Irwin Kronor mentioned the Firootona Group. i had 

already known something about it inasmuch as David Baird 

had mentioned it to mo. Irwin Kramer apparently was unaware 

of the fact that David Baird had spoken with me, and he 

told me about thia deal, that he said Charley, who was 

hi3 father-in-law , told him was again tho boat dealer 

tho hottest doal ho had ever soon iStia asked mo if i was 

interested in participating for ono unit." 

J 

•Do you recall having had that question asked of 
you and having given that answar on that occasion? 


roOliMBVJ IttiTWCT OTiT rtEPCimaRS 
W<!Yn* 0YA16$ CO" JCf ( - S JOUiE 

KAi.’« tkV. XWJj TUIJUriUtaii OuYrtjy'jUY y.jyj'to 
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Y«8, I do 


83 



Q 

A 

Q 


Was that answer 
Yea, At was* 
Decs it refresh 


forue whoa you gave it? 


your recollection that Mr. 


Krsmor aaid that to you or something to that offset on that 
occasion? 


A It dOQS. 

Q what is your nnsxTor, did ha or didn't he? 
A The an3wor is yea, he did. 




MUIHtTJJ BBffiSCT CQJ.XT REPORTERS 
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Herzfeld — cross 


2 

0 0x10 other questionr 

Can you identify when you had this conversation 

4 «ith Mr. Kramer? 

5 A About the middle of November, ' 69 . 

° was it prior to your receipt and execution of the 
7 j note and stock purchase agreement? 

j A Yes, it was. 

9 i 

° D *- d you construe th--s . 

I • S 10/1 ion to participate 

I aa an invitation to participate in 

j participate xn a second unit, one 

other than the one thir- m** n • •» 

| ono tnac Mr. Daird had invited you to 

12 | participate in? 

13 \ 

*■' Yes, of course. 

54 

I S ° ^ thlu poll ‘t in time you had agreed to 

J P “' U ' 3iPate t0 thQ tuno OS two units, is that right? 

A That is correct. 

° After your conversation with Mr. Kramer, did you 

' diECU,£ ' ndditi0 " al p “'tici P ation with anyone other than 

Mr. Kramer or Mr. Baird? 

20 

A Wel1 ' 1 preaume ttiat I discussed it with my 
21 two brothers who are my partners. 


^ them. 


° Wlat i3 Y° ur best recollection? 

A My boot recollection is I did discuss it with 

° what You tell them? 
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Herzfeld - cross 


A My best recollection is that I told them that I was 
offered another unit and that I had agreed to purchase it. 

0 Did you tell them that Mr. Kramer's recital of 
what Mr. Allen had told him was substantially the same as 
Mr. Baird '3 recital of what Mr. Allen had told Mr. Baird? 

A I don't recall,but nost likely I did. 

O So is it fair to say that when you had this con¬ 
versation about the second unit with your brothers, Mr. 
Baird’s view and Mr. Kramer's view and their recitals of 
Mr. Allen's view were all resonating together in your mind? 

A I would say that's a fair statement, yes. 

O Besides your brothers, did you have any other 
consultations with anyone else before you entered into the 
note iind stock purchase agreement which I believe is Exhibit 


A None that I recall. 

O Any consultations with accountonta or tax planners? 


0 There came a time, did there not, vzhen you entered 
into tin agreement with Hr. Baird about the form of the 
transection in writing? 

A Yea. 

O When was that? 

A In November of '69. 


m 
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Herzfeld - cross 


0 Wa3 it before or after you signed the note and 
3tock purchase agreement? 

A I don't recall the exact date. If I may look at 
the agreement — 

MR. CRA-COs Mr. Haircoff, do you happen to have 
the agreement which you tendered to us on that point? 

(Paper handed to Mr. Craco.) 

^ you a document which has been marked in 

evidence as exhibit 1 on this part and ask you whether that 
is the agreement to which you referred. 

A Yes. 

C And does it refresh your recollection as to when 
you er.tered into it? 

A I note that it is dated November 1969 without a 
apecific day. 

0 But with a blank? 

A V7ith a blank. 

0 VJs.ii it before you entered into the note and stock 

purchase agreement, which is E:chibi5 3? 

A I don't recall. 

0 Is this the agreement which you entered into with 
Mr. Baird on that occasion? 

A Yes, it is. 

0 While we are at it, X notice that the agreement 
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Herzfeld - cross 


the Baird agreement, you had a further conversation about the 
prospects for the Firestone Group? 

A I don't know, . I don't know whether we were both 
present in one office when this was signed or whether I 
signed it and then sent it down to Mr. Baird's office. 

0 In connection with the signing of that agreement, 
whether at the time of its signing in person or immediately 
pricr to it, did you go through a conversation with Mr. 

Baird in which the substance of your previous conversations 
was reconfirmed to you? 

A t don't recall that. I had one or two conversa¬ 
tions with Mr. Baird. I don’t recall specifically if i 
did or didn't have a third ono which was repetitious. 

0 In any event it was arranged, was it not, that Mr. 
Baird would purchase one of the units pursuant to the 
terms of Exhibit 1? 

A That is correat. 

0 Does that refresh your recollection as to whether 
°r not Exhibit 1 was entered into prior to the execution 
of the note and stock purchase agreement? 

A No, it doesn't. 

Q Now, I’d like to direct your attention please to 
Exhioit 3. The note and stock purchase agreement; and 
perhaps you'd be kind enough to have that before you as I ask 
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j vabrf 5 a 

2 , you certain qu&utions. 

3 I A Okay. 


.. 3J 6a 

HerzfcltJ - cross 
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89 


GERALD 


A FTERNOO N sess ion 
200 p.m. 

HERZFELO, 


having 


baen previously duly sworn, resumed the stand 
and testified further as follows* 

CROSS EXAMINATION 

»A MR. CRACO (Continued)* 

O then did you receive Exhibit 3, Mr. Herzfeld? 

A Sometime in November, 1969. 

0 Is ir. prior to November 24, 1969? 

A x don't remember tie precise date, but I believe 


it was. 


( 0 How do you fix that? 

I 

A \1ell, I note that this is dated November 10th, 

80 1 E>reS " raa lt was b3foro November 24th, or whatever date 
I you mentioned. 

[ 

j • ° 13 Exhibit 3 executed and dated? 

A It is executed. I don't see the date on it. Do 

you? 

° All i-'MJht. Do you remember when it was executed, 
just for the record? 

j A Approximately at thi 3 time. 

j 

| 0 Doing t.ho late part of November, 1969? 

| A Ml ® m1ddle or latya * Part of November, *69. 


r v .r \-:y.? 
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0 How did you recoiva it, do you recall? 

A 1 d ° n,t know Aether it was delivered by messenger 

or came through the mail. 

0 You have no recollection — 

A My best recollection is that it was hand delivered, 
but I am not positive about that. 

0 In any event, you have no recollection of its 
having been mailed to you, i a that right? 

•h That is correct. 

° WoV/ ' your bOKtimony, as I understood it, was 
that you read that whole document? 

A That is correct. 

0 tod particularly you read the income statement 
which is page 2 of Exhibit, is that right? 

A That is correct. 

o And I believe your testimony was that you looked 
at this ° ml “Elated a value for the shares that you were 
purchasing based on a ton times earnings ratio which yielded 

a V * lue in y0Kr “ ln<i <* $20 » chare, is that accurate? 

A Yes, sir. 

0 When did you do that? 

A At the tima i reviewed this statement. 

0 Prior to your signing it? 

A Yea, sir. 
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’! 0 Did you discuss that computation v;ith ycur 

brothers? 

A I presume so. 

0 Khafc is your best recollection, did you or didn't 
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you? 

A My best recollection is that I did. 

O And in the course of that calculation, 3 take it 
that you computed that the . earnings v/are somathirg in the 
order of $2 a share, is that right? 

A That' s right. 

O Nov/, would you toll the Court, please, by reference 
to Exhibit 3, page 2 of Exhibit 3 attached to the — 

'imj COURTS Do any of you happen to ha n. a copy of 
this for me? 

HR. CRACOs I do. May I hand this up? i can 
look over the witness' shoulder. 

MR. HAIMOPPs I have another copy you an use. I 
know it pretty well. 

O Vould you tall the Court how' you calcule ted 
earnings of $2 per share from that page? 

A Well, i believe there were 650 or 60,00b shares 
issued — 

0 I think it would be helpful. I am sorry to 
interrupt you. 
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9 w rf 4 Herafold ~ cross 

. A 650 or 660,000 sheires issued and the earnings 
were $1,350,000 or $1,360,000. 

O Where do you get IJiat from? 

A The bottom of page 2. Net income $1,260,000. 

O Are you referring to the last item combined 
net income, $1,360,000, which is the result of a series of 
calculations in Note A? is that what you are referring to? 

A I am referring to the bottom figure which says 
combined not income $1,360,000. 

THE COURTi I’m sorry. I'm not with 70 U. where 

are you? 

MR. CRACOi Page 2 of Exhibit B. 1 think it is 
probably — 

THE COURTS Exhibit B to Exhibit 3? 

All right. 

MR. CRACOs Page 2, the income statement. 

THE COURTS All right. 

O My question is whether the figure you are referring 

to Ls the figure that appears to be the result cf a calcu¬ 
lation contained in Koto A to the income statement? 

MR. IIAIMOPPs if your Honor please, I object 
to Mr. Craco's characterization. The figures speak for 
themselves. 

CRACO ■ I am trying to find out what the 




::outhi:«h Dinner od jnt RtFORreRs 

UniVLiu sr/.ifes Co nvr Hews.* 

V.'.-'Ra, K'.Y., « .Y. I02J7 Yi lU-JT-CR!-: ,*>} >/4>Vli 








11 
ij 

o j 

3 

4 

5 

6 

7 I 


» 


]? 


u 




-•!! 

1 

;i 

l! 

35- 


i'.? 


37 

9 S 
;? 

23 

21 

2? 


*3 


% 

as 


gwrf 5 
witness — 


321a 
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93 


TH3 courts Overruled. 

MR. HAIMOPPs There is no calculation. 

TiiS COURTs Overrule!. I don’t want a debate here. 

MR. CRACOs May I have the question reread to the 
witness, your Honor? Ho forgets it. 

(She question was read.) 

** The figure I referred to is part of Note A. 

X don’t know how to answer your question more specifically 
than that. Me. Craco. 

0 Is that figure the result of the calculation 

contained in Mote? 

A Well, let me see. 

TH3 COURTS You mean the item combined not income? 

MR. CRACOS Yes, sir. 

A YOS. 

O It is? 

A It is. 

0 You did not compute, I take it, the earnings per 
share by reference to the projected net income in the body 
of the income statement itself which amount is $315,000, 
is tlifit right? 

A No. No, I did not. This 315, you mean? 

0 I um referring to the $315,000 as tha projected 

isouthem t;isfw:cv court reporters 
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cjwrf 6 Kerafold - cross 94 

net income in the body of the report itself, projected 
not income, $315,000. Do you see that? 

A Yes. 

° Did you use that figure, projected net income after 
taxes, in figuring your eamirgs per share? 

A No ' 1 UGed fche figure below it of $1,360,000. 

° Ia the ^vestments *ou make based upon earnings 
par share and price/oamings ratios, do you not use the net 
income after taxes as the numerator of the fraction you 
employ in that calculation? 

h I would say it would depend upon the nature of 
the security. 

C' I am r.ot talking about the multiple that you 
apply? X cm talking about whether you don’t use not income 
aruer taxes in order to compute what the net income per 
share is. 

A No, i wouldn't use that in a certain type of 
transactions, depending upon the nature of the business. 

O You don't? 

Not always. 

Ever? 


A 


A 

O 

A 


Not always. I can’t say ever. 

Did you consider using it in this transaction? 
In this transaction, as — 
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HerzreJ.d ~ cross 


0 Yes or no / you consider using it? 

A Did I consider using what, Mr. Craco? 

O The net income after taxes, the $3X5,COO, as 

the numerator of the fraction, the denominator of which 
is 6(J5,000 shares. 

A I don't ’enow, i can't answer that question 
honestly. 

O r only want you to answer questions honestly. 

M*. HAIMOFFi i don’t understand this fraction 
’' Ir * Crac o is referring to. 

tub COURTi Rephrase the question. 

m ' ,IAIH0F?I It is a price-earnings ratio of ten 
times something. 

the court* The objection is to the form of the 

question? 

MR. HAIMOFF* Yos. 

the court* Sustained. 

° In order to get the value of the stock of $20, 
you had v_o first calculate, did you not, the value of the 
stock the earnings par share? 

A Yes. 

O And then you applied a multiple to that earnings 
per share which in your judgment was appropriate to the 
.industry, is that correct? 
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A Correct. 


0 question is, was the earnings which you multi- 

pUed by ten, tho earnings per share, not the result of a 
fraction, the earnings being the top part of the fraction 
and the number of shares outstanding being the bottom part 
of the fraction? isn't that the way you calculate earnings 
per share, you divide the earnings by the number of shares? 

A The answer to that is yes. 

THE COURTi Isn't that repetitive? 


to forra. 


MR. CRACO; Your Honor sustained a question as 


llR * dAIKOPl-; You didn t ask that question before, 


You didn’t refer to outstanding shares. 


THE COURT! Let's move on to somethin? else. 


I get it. 


o In the top part of that fraction, don’t you use 
tne earnings,the not earnings, after taxes in the ordinary 
course of your investment practice? 

A Generally, yes. 

0 Did yo\’ use them here? 

A I have already testified — 

0 Yes or no, did you use them here? 

A i don't even know. I would have to again look at 
tnic here. I told you what did use. 
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^ did ;Qfc URn fi 1<s — • 

r.xgxizo labeled projected net 

a «... 


i - «-v-vju nec 

incoma, $315,000? 

A I did not. 

j{ ° All rigl i;. 

MR • CRAC ,m ) • t* t y, 

7 1 G/ r * Iairr »ff # E>±ibits 6 and 

(Handed to Mr. Craco.) 

n 

'j I®. CRAC Or A - !* c . 

if * Poxnx:, your Honor, i think it 

| vzuld ba appropria ‘ a to c’-™ 

i .. . * aw your attention for tha con- 

! ClnU1 7 ° f ihe ** » Of :he pretrial or,er 

r th ° dellVQry -* *• —or. which i, Exh ihit 

Ju3t for ths Sake of the --coord did 

cn ' dld you receive 

OSS two aoouKonto, Exhibits S and 7 

J ana /, together? 

A Yeo. 

° ‘ V ‘ d how ‘ Ud You receive them? 

A A 1 ' 00a11 iftha *' « s mailed or hard 

delivered. 

0 ,lhat is your best memory? 

A 1 don 'b remember. 

0 von have no recollection of their having been 
mailed to you, i s that right? 

A That is correct. 

O My understanding of your testimony „ as that when 
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gv;r£ 1 0 ilorafeld - cross 

you got those two documents together you read Exhibit 6 
but did not read in full Exhibit 7, is that correct? 

A That i3 correct. 

O The letter which is Exhibit 6 is dated December 

16, 1969. Is It correct to say — I think there is a 
stipulation but just to make sure the record is clear, is 
it fair to say that you received that on or shortly after 
December 16, 1969? 

A Yes. 


u •: 


i3-: 


'• 


0 

A 

0 

A 


And Exhibit 7 with it? 

That is correct. 

Now, did you read Eichibit 6 with care? 
Ye 3. 


r/ ^ 


w l 


71 i 


21 ii 


5?. ,! 


'1 

\ 




O Did you noto that there was reference in that 
letter to certain changes from the note and stock 
purchase agreement? 

A I believe I recall that, yes. 

0 Did you road the portions of the letter relating 
to t-hose changes with care? 

A Yos. 

O Drawing your attention to page 2 of the letter, 
did you read and understand that portion of the letter — 
I’m sorry. I want to direct your attention instead to the 

first page of the letter. 
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Herrfeld — cross 
^UE COURT* Withdraw the question. 
MR. CRACO* I withdraw the question. 


Did you read that portion of the letter which 
introduced the changes and 3 aid as follows* 

"In the course of preparing the certified statement! 
our auditor advised us that conservative, accounting practice, 
riado certain adjustments necessary." 

Did you read that? 


A Yes. 
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Q And you understood it? 

A y©a. 

Q And you then read the subsequent portions of 

tha letter. 


Toll mo, Mr. HerzEold, did you understand the 
portions of tho lottos: which followed that to bo an attempt 
ea the part of tho Firostono Group to explain the reasons 
for tho changes and thoir effect? 

A I V7.il! have to road it again, Mr. Craco. 

Givo ma a moment. 

(Pauoo.) 

TuE COURT: Could you give mo something so J can 
follow thi3? Tho poor jurors can's ask quodlons liko 
thi3. No v/ondor they tear their hair, 
where are you? 

MR. CRACO: Your Honor, I referred the witness 
to tho bottom of tho first full paragraph on page 1 — 

of tso second full paragraph cm page 1, and having elicited 
his testimony that ho sroad and understood that portion 
of it, I have asked him whether tho subsequent portions 
of it in his mind constituted an effort on tha part of 
Firostcco to explain the effect of those changes. 

THE WITNESS: The answer to that question is 

yes. 
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NOW, you read Exhibit 6, did you not, before you 


picked up Exhibit 7 ? 

A Yea. 

Q Now, looking at Exhibit 7 

NR. CRACO: do you have anothor copy of Exhibit 
7 so I can hand it up to tha Court, My copy ls markad up< 
unfortunately. 

(Document handed to Court.) 

MR. CRACO: I v;ill look over your shoulder. 

TUB WITNESS: Suraly. 

Q Referring to Exhibit 7, Mr. Horrfold. and moving 

past the cover for a memoafc, did you road tha opinion of 

tha auditors contained on tha first paga of that, exhibit? 

A NO. 

Q So you did not know on December 16, c-r chortly 
thereafter, what the opinion of tho auditors was with 
rv.3p^ct to tho financial statement of the Fir® 3 t©na 

corporation no to which tho financial papore thiroaftor 
wora prepared, io that correct? 

A That'a correct. 

0 And I taka it you didn't rand tho balance ohent? 
A That'a right. 

0 And you rand, I think y ou teatifind, tha pa,, 
handed, after an appropriate title, -Coaoolidatad statement 

£t WVi£tCif G JJtrlT Uc(»\3<HTEK$ 
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Uosrz fold-croaa 


of Inccma and Rotaiaad Earnings"? 


Yes. 


Q You looked at that na<™ 

Pago, in any event, right? 

A Yea, i did. 

Q tod you looked particularly at tho line raalrked 
"Deferred Gross Profit," is that rlght7 

A Yon,that'a right. 

0 Which «ao $1,795,500, right? 

A That's right. 

o Now, did you notice When yo „ lookod aft ^ 

^ after tho label there i 8 pnr0a8> 

lhlC 10 qU061a9 ' ” tNota <>*» Old you notice that? 

I -ioUc-i it cow. I presume I noticed it then. 

Q Cut that didn't dr-ivo vrm 

lv o you, then, to road Note 4 

did it? 

A I cover saw a note that stated that the entry 
was false. i didn't bother to road tho note. 

Q You woro impressed — 

the court: strike* out tho answer. 

taswor too qnootion, did you read Note 4 . 

the witness: No, your Honor. 

THE COURT: Please save the arguments for y eu r 

lawyer. Ju3t answer the questions. M will move along 
fastor. 
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Q And you road and worn impress ad, I think your 
testimony wan, by the lto: "Deferred Gross Profit of 
$1,795,000, but it is fair to say you waro not sufficiently 
impressed by it to find what explanatory note was appended 
to it, is that . \ir to oay? 

A Yes. 

Q And in point of fact you didn’t road any of 

tho notes attached to that financial statement, did you? 

A No. 

0 NOW, you aro familiar with financial state- 
meats? 

A Somewhat. 

Q 13 your company publicly or privately hold? 

A Privately. 

Q Ilavo you over seen a financial statement of 

a pubUcly-hold corporation of which tho notes wore not 
an integral part? 

A Yea. Yos, I would say so. 

Q Did you regard tho noton not to bo an integral 
po.ir„ of that financial otatemont? 

A Yea, i didn't regard them sa integral. That io 
why i didn't bothar to read them. 

Q la that true of tho page to which you have juat 
raforrod, tho conaolidatod statement of incoma and 
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rot.a3.nsd ® i »aiag8, notwithstanding the last line cm it 
reads: "sea notes to financial statement"? 

k 

4 

A And the question? 

\ 

MR.CRACO: May I have it road back? 

.* * • . _>■“ 

(Quostion read.) •->, 

A I don’t understand your question, Mr. Craco. 

Q You did not regard tho noboa to tho financial 

statements ao an integral part of tho inccmo statement 
notwithstanding tho fact that tho very last lino of the 
pago naya: "Sos noboa to financial statement"? 

A Mo, I did not. 

Q Did you road any other lino on tho incoma 
ctetomext bosidca tha deferred groao profit? Yea or no 


first. 


A I knew that what I looked at was the deferred 
gross profit of $1,790,000, and that confirmed tho im¬ 
precision that I had from tho unaudited statement and that 
was really all I was looking for, tho profitability of 
tho company. 

HR. CRACO: I move to strike that. 

THE COURT: YC'3, Strike it out. 

Q Did you road my other lino of tha conaolidated 

W % . . • . 

inccmo statement but tho one for deferred gross profit? 
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Particularly , did you road tha lino referred to 


as net income? 


I read all of it — 

You did road not income? 


Yea. 


Q tod dad you ocq tlio net incoma, when you read it 
in the audited atatsmonta, was $ 66 , 916 ? 

A Yea. 

Q tod did you recall when you road that figure 
that the projected not income for the oams period, on the 
unaudited figures waa $315,000? 


You didn't rcar.mbar that? 


Ycadidn't lay thosotfo documents sido by side. 


did you? 


A No, I did not. 

Q la tha procosa of trying to determine* whether 
Exhibit 7 confirmed tha projections of Exhibit 3, you 
didn't physically compare them, did you? 

A No, I didn't. 

Q Did you go no far in reading the incone state¬ 
ment of Exhibit 7, tha z.avon<:hol report, to find out that 
Lavonthol had dono tha calculation of comings per share 
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zna displayed it ©a that she t? 

A No, that I don't ate on this shoot. 

Q Do you eeoa3 the last line in the — 

A oh, y®s„ 

Q You aeo it now? 

A Yos. 

Q Did you GQO it then? 

A I don't know. 

Q tihafc la tho earnings per share shown by the 

Lavaathol audited otatament for this period ending 11/30/69 
as shown by this exhibit? ' 

A 10 cants a share. - '. .• 4 

Q And do you cay, sir, that the earnings per share 

of 10 cants ccnfirius'd your prior impression that tho 
C;.'.Tilings v/ora $2 a share? 

A No, no, certainly not. 

Q All right. Now, the feet is, isn't it, Mr. 

Herzfold, that in reeding tho financial statement to the 
extent that you road it you accepted wholo cloth the 
explanations that woro glvon in Exhibit 6, Firestone's 
letter transmitting it ? 

A Absolutely not. 

the court: What was your answer? 

THE WITNESS: Absolutely not. 
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Q You read Exhibit 6 and the explanation and only 
glanced at Exhibit 7 and that particular lino that you 
referred to, is that right? 

A That*a correct. 


Exhibit 6? 


raont? 


was the deferred income item explained in 


I don't remember. I will havo to look at Exhibit 


Take a look and refresh your memory. 

(Pause.) 

Yoa, it Aa explained. 

Ia it explained 2a Note 4 of tho Laventhol stata- 


A No, it ia explained in Paragraph 3 of tho letter. 

Q Io it aloo o::plaincd in Lavcnthol'o Note 4? 

A violl, you v/ant mo to turn to Note 4? 

Q It ia about time. 

A You naked mo to look at tho letter, net Note 4. 

Q I cm aaking you whether it io aloo explained 

in Note 4. 

A Yea, it io explained in Note 4. 

Q And ia it not fair to aay that when ycu received 
them you road and accepted the explanation in the letter 
which io Exhibit 6 end didn't oven road tha exp lz nation 


DSSYR :CY ami FfiftEflTEKS • 

STAVES CSHPJiT t«tE2 

TO.HY is'&'f&p., W.Y., N.Y. K&fr VeU:PSWK2i OHTLAM>T 7*4590 










108 


336a 

Harzfeld-cross 
±a Nota 4? isn't that so? 

A I guess that's so, yes. 

Q W>at would the etock value of Firestone have bean 
comparable to to. $20 you mentioned bo fora If you had 

used an earnings psr share of lo eonts in your calculation 7 
A One dollar. 

Q By the way, whoa you read thlo statement on 

Pag ° 1 of E * hibit 6 ««<= «>o auditors in preparing the 
certified flnancialo had adviced Firestone that conaorvatlvo 
accounting practices made cortain adjustments necoaaary, 

co wh„ „ did you undorotaad thcae adjuatmonto had to b« 
rnado? 

A I think th* question is too general to give you 
a specific anawer. 

Q All righ' . isn’t it accurate to say the adjust¬ 
ments were adjustments to the projected financials that 

had been furnished to you as Exhibit B to the note and 
stock purchano agreement? 

A Yaa. 

Q That's what they are, right? 

A Yes. 

Q Did you not understand from that that Firestone 

waa tolling you that tho Laventhol audited statements war. 
moro conservative in thr.ir treatment than the projected 
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financial ctat: imontn which you had bt$fo?:a you when you signac 
the note and stock purchase agreement? 

A That was my understanding. 

Q And you accepted that at the time, did you not? 

A Yes, I did. 
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MR. CRACO: Now, Mr. Haimoff, we have agread 
to the marking of Exhibit 8, the Dear letter. Do you 
have the Doer letter? 

MR. HAIMOFFj Just a minute. 

MR. CRACO: May I ask you whether we can 

mark the certificate of Firestone? 

(Pause.) 

MR. CRACO: Lot's q«o if we can do without it. 
MR. HAIMOFF: I would like to have it. 

MR. CRACO: You haven't offered it, and I 
v/ati only going to use it to refresh — 

MR. HAIMOFF: Ilrr3 it is. 

(Hr. Haimoff handsd a piper to Mr. Craco.) 

Q I ahow you Exhibit 8 for identification, which 

'* • 

has been marked, your Honor, by agreement of counsel, 

* 

and ask you whether you havo seen that latter before. 

A Yoa. 

Q Did you rocaivc that letter at fce samo time 
that you recoivad Exhibits 6 and 7? 

A i understand your question. I don't remember 
the answer. 

Q II©w did you receive it? 

A I don't recall. 

Q Did you recoive at the same time the cm~ 
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closures which are referred tc in Exhibit 8? 

A At tho caraQ time as I received tho latter? 

Q Yes. 

A Yes . 

Q Was one of thcao enclosures a certificate of the 

proaidant of Firestone? 

A Yes. 

MR. CRACO: Do you have Exhibit 9 or whatever 
exhibit it irj, tho Fireatono cortificata? 

(Pause.) 

MR. CRACO: Wall, to cavo time, may this be marked 
Exhibit 8 -a for identification? 

TITE COURT: Mark it. 

(Plaintiff'a Exhibit 3-A marked for 
idontificatdon.) 

Q I show you Exhibit 8-A for identification and 

ack you whether that ia tho certificate of Firestone 
Corporation which ycu got on or nhoztly after December 16, 


1969. 


Yea. 


Did you road that when you got it? 
X believe no, yes. 

I can't hear your answer. 

I boliovo so. I don't recall. 


> « ’! :/ 1 
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Q Docs At refresh your recollection as to whether 
you did by my drawing your attention to the second 
enumerated paragraph of that? 

A 1 bolievo that I did road this at the time. 

Q You road that? 

A I bclicvo eo # yes. 

Q In particular did you reed that, "Between 
November 30th end tho data hereof fchoru hae been no material 
c-.dvc.rco change in tho conaolidatod condition, financial or 
otherwise, of tho company"? Did you read that? 

A Yqs. 

Q Did you boliovo it? 

A Yoa. 

Q Did you accept it aa ono of tho things that you 

had bo fora you on tho 17th whon you v/cra examining th® 
matter? 

* . 

* 

A When I was what? .• ..... 

Q Examining tho Firoatcao matorials that had boon 

cent to you on about that data. 

l 

A I don't recall if I had that particular document. 

Q One more item and I think I will ha through. 

I draw your attention to tho emended complaint filed by 
you in thin action. Do you have it before you? 

A YC3. 
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o I call your attention particularly to Paragraph 7 
oi tha SKonded complaint. Do you uae it? 


YCS. 


Hava you read it? 


Yes. 


I5R% CRAC0: Does your Honor Wish it? 
j, (Paper handed to the Court.) 

MR. HAIMOFF: Your Honor, I it only fair 

tocay that. I hnvo just now observed for tha first time 
that thoro appears tote a typographical error. it says 
December 3. la that tha point ycu aro making? 

MR. CRACO: No, Clir. 

MU. HAIMOFF: it should bo Dacambar 16.' 

HR. CRACO: so that the record la clear, I „1 U 
consent to a atlpulatl.cn to amend the pleading to change 

dEt ° in th “ lMt Uno ot Paragraph 7 from December 6 
to Dacambar 16, 1969, sines that la not the point I am 


about. 


fold? 


THE COURT: All right. 

IU that paragraph true as it stands, Mr. H «rz- 


A YCS. 

Q 13 It In fact true that Firestone sold to you 

securities in tha aggregate amount of $ 510 , 000 ? 
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A Yes. 

Q la it not a fact, sir, that one-third of th* 

securities wore bought by your brother, Nathan, and one- 

> 

third of them waro bought by your brother, Saul? 

A No, no, they ware bought by me as agent for the 
threo of u3. 

Q Who put up tho rnonoy? 

MR. CRACO: Do you have the checks handy? 

A Juab a moment. Tho money was put un by General 
jtox'3, wnich is a p eircieo r 3 h i p of the three o' us. 

Q Let *c take theca two tre ncactions. 

THE COURT: Did you oay i\ partnership of tho three 

of you? 

niE witness. A partnership of my two brothers 
ar.d myself, your Honor. 

THE COURT: All right. 

Q There were two transactions, weren't there? 

A Yos. 

Q. One each for $255,000, and you paid, did you not, 

for each of those units by a bank chock? 

A That’s correct. 

MR. CRACO: May I have the bank checks? 

(Mr. Haimoff hands papers to Mr. Craco.) 

MR. CRACO: May th&oo ba marked? 
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TJE COURT: Just mark thorn. 

MR. CRACO: Thoy are already marked, I am aorry. 
May I have 5-A? 

THE COURT: Do you hava photostats? 

MR. CRACO: No, I don’t, oir, or I weald use 

them. 

THE COURT: Didnfc you have examinations before 

trial? 

MR * C^ACO: Yos, sir, and w<s demanded the 
production of theao, and they wore not produced for many 
raentha thereafter. 

THE COURT: Why did you wait co long to toll me? 
The object of that is to avoid just this kind of house¬ 
keeping problems during tho trial. 

MR. CRACO: I understand. I think they are now 

% 

colvcd, your Honor. 

Q I direct your attention to Exhibits 5-A and 5-B 
and aak you v/hethor thoao aro trua and accurate xerox 
copioa of thoso two bank chocks. 

A Yoo, they are. 

Q Whcra did tho funds ccuo from for tha bank chock 
that was issued by tho Chao© Manhattan Dank? 

A G»noral Invcatoro at this time mado a loon of 
v25.) ,000 from a secondary banking group called Racholle 
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Securities, and Rochelle caused Chaos Manhattan to igstte 


thia check. 


that loan reflected by a note? 

I believe yea. 

Who oignod the* note? 

I don't Jenow whothar — I presume I cignod it. 
Ai*a you ouro of that? 

No, i an not positive. I havo to look at the 


EOtO . 


Q I ahew you Exhibit 29-B and ack you if that 
refreshes your recollection that tho nota waa in fact 
cignod by you tv:.d your tt;o brothers. 

A That is absolutely correct. Tho not© v;aa signed 
by my two brothers and myaulf. 

Q And it waa pursuant to that noto that Rochalle 
put up v.ho money which resulted in the Chaoa Manhattan 


Bank chock? 


A Absolutely. 

Q Whero did tho monoy coma from for tho chock 
which io Ibchibit 5 -a irjoued by tho Century National Bank? 

A That coma out of tho funda of Ccnoral Investors 
Cw\ deposit at tho Century National Bank. 

Q I« that a fact? I chow you Exhibit 30 for 

id in ti float ion and auk you whether that doesn't, rofraah 
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your rocollcctica th^t the funds for that purchase wm 
developed by three checks, one each signed by yourself, 
your brother Saul, and your brother Nathan? 

A Thraa checks drawn on Century National Bank, 

yes. 

Q For how much each? 

A $85,000. 

Q To it not fair to say that the economics of 

thin transaction and the chicks and tha notea by which the 
fur.ds for the puxciuia* wera put up reflect that you and 
your brothnra each purchased cao-vhird of the $5lo,oc0for 
which you alone quo? 

M«. HAIMOFF: If your Honorplcaao, I object to 
tlic.t cn the ground it calls for a legal conclusion. 

MR. CRACO: i am sorry, I didn't hoar the nature 
cf the objection. 

MR. IIAIMOFF: On the ground it calls for a legal 
conclusion as to the affect of the documents. :c believe 
they speak for themselves. 

MR. CRACO: I proas the question. 

^% 

THE COURT: I will take the answer. 

the WITNESS: I am oorry. Would you repeat it? 

ini - . COURT: Didn't the three of you buy it? 

V 

THE WITNESS: Y03, your Honor. 
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THE COURT: Equally? 

THE WITNESS: Yea, your Honor. 

Q So that In £?\ct you, Gar aid Herzfald, tho plain¬ 
tiff in this case, only put up ono-third of $510,000? 

A . Yos. 

i 

Q Cut you euo for tho entiro smount? 

THE COURT: This ia argument. 

MR. CRACO: Beg your pardon? 

THE COURT: Ion't thia argumentative? 

MR. CRACO: I will withdraw it. 

THE COURT: And Obviou 3 ? 

MR. CRACO: I will withdraw it. 

iHE COURT: Ko will tako a short rcceos. How 
icag do you expect to bo? 

MR. CRACO: I am flair,had but for ©no short lino 
of questioning, vary chort. 

THE COURT: Perhaps wo will lot you finish it. 
Then v;o will rocens. 

MR. CRACO: All right. . 

Q Did thoro como a time when after tho litigation 
woa coriVaic^cad by you against Lavcnthol and everybody <■ ' 
ciso in this courtroom that a aottlomont waa effoctod? 
botv/v.oa you and othoru on the one hand and everybody in 

thin coaxtrocm but Lavonthol? 
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MR. BRINN: Excuse mo, Mr. Baird waa not a 
defendant. You mentioned him. i want to make it 
clear. you said everybody olse. That ia not true. 

MR. CRACO: VJoll, I bettor bo less colloquial 
CT.d moro prcciso. 

Q You commenced an action against a body of 

defendants other than Lnvcathol, Krokstoin but including 
them, right? 

. iHE COURT: isn't this something of record? 

MR.CRACO: YOO. 

MR. HA1M0FF: it'o part cf the order, your 
Honor, tho pretrial order stipulated. 

MR. CRACO: All right. 

Q Pursuant to that settlement, y«.u discontinued 
tho action against all the defendants you had named othor 
than La vent hoi; is that right? 


A That's right. 

Q It is also a fact, is it not, that Lavonthol waa 

N 

not informed that thcoo negotiations ware proceeding while 
tkoy wero proceeding? 

A To my knowledge they woro not. 

MR. IIAIMOFP: I object to it, your Honor. 
mr. CRACO: It's been asked and answsrod. 

Q Did you receive a sum of money in connection 
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A Yea* 

Q How much? 

HR. POLLACK: Objection, your Honor. No 
inforonco may bo properly drown with rsapect to tha dis¬ 
position of another litigation. 

the court: Overruled. 

tiR. CRACOi I think I am entitled t© find out 

in mitigation of domegoa. 

THE COURT: Do you want mo to change my md.V.d? 
I overruled the objection. You woroa't listening. 

MR. CRACO: I didn't hoar you. 

the COURT: You woron’t 1intoning. That ia 
par for tlio course. 


THE WITNESS: You aoksd mo how much? 

THE COURT: Hew much did you got? 

THE WITNESS: $357,000. 

Q Did that oun ir.aludo cay amount that you rocoivcd 
in connection with the plan of arrangement entered into 
c;id approved by tha Fir catena Corporation? 


A Ycra, it did. 

Q How much woa that? 


A I b.iliovo $51,000 of tha $357,000. I'd like 
' •’ ' r -‘Y’ figtv.o, but I bolicv.i that's it. 
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MR. HAIMOFFJ w© will stipulated. 

MR. CRACO: Subject to check. 

Q . What did you do with tho $357,000 whoa you got 

it? 

A Dopositod it ia tho bulk account of General 
Investora. 

UR. CRACO: i havo no furthor questions. 

UR. POLLACK: I havo caly ©no question of the 

witncoa. 


THE COURT: All right. 
CROSS EXAMINATION 
BY MR. POLLACK: 


Q Mr. 


representation 


ll^.«.zfold, did Charles Allen over make 
of any kind to you in connection with 


any 


Firoatono? 


A No. 


MR. CRACO: Excuse ms, your Honor, that ia 
stipulated ia tho protrial order, that ho did not. 

THE COURT: That he did not. 

MR. POLLACK: Your Honor, it ia not stipulated 

ha did not make the roprooentation. At thio tine, your 
Honor — 


THE COURT. All right, to ohorton it, did Alim 

mkts a JMpsoaentatelmtf 
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THE WITNESS i I answered tha <pesti.cn no, your 

noncx. 

MR, POLLACK I At tills time, your Honor, in 
view of tha cdmissioa by tha witness that Mr. Alloa made 
no representation of cny kind to him, and in viow of the 
r.omisaion by Lavcathol which is No. 2 of II in tho pretrial 
order, and I will road it into the record, which says 
Charles Alloa never made any representations of any kind 
to Lavcnthol in connection with Firestone, I respectfully 
raovo to dismiss tho third-party <^aim aginst Charles Allen 
for total failure of proof of any kind against him. 

the COURT: I will hoar argument on it at the 
clcco of tho day. 

MR. CRACO: Thank you, yeur Honor. 

MR. POLLACK: Your Honor, I also make tha same 
motion as to Allen & Company. 

MR. BRINN: i had two or three questions, if you 
will just bear with mo. 


THE COURT: All right, I am sorry. 
CROSS EXAMINATION 
BY MR. BRINN: 


Mr. Ilorsfold, when you brought an action against 


tha Fires 
Allen, Lo 


tono Group, Alien a Company, Inc., Allen, Charles 
0 M °y° r ' Izwin Kronor, Richard Firestona, Martin 


relief ctnvr rbwters 
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Scott, Holtzms*, Wiso, and Shephard, Jamog pear, Jacobs, 
P-^rjingor, and Parker, and Lavsnthol, Krokatoin <nd 
Horvath & Horvath, ycu did not ouo Mr. Baird? 

A No, I did not. 

0 You did not maka any claim against him of any 
natur®? 


A Nono vhatovor. 

Q How long havo ycu known Mr. Baird? 

A Many years. 

0 DO yen conoids hi™ a very good friend of yours? 

A Encjllcrnt. 


Q 

A 


ted hio reputation an far as you aro coucomod? 
Tho highest. 

MR. BRINN: That is all. 

Tlh, COURT: Mr.Scott, do you have any questions? 
MR. SCOTT: No questions. 


the COURT: All right, you are excused. 

MR. HAIMOFF: No, your Honor, I have a few quea 
tioua on redirect. 

the COURT: I am sorry. 
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HAIMOFFi I thought perhaps we V7ould do it 
after the recess. 

THE COURTS I would like to dispose of this 
witness if we can and then have a short recess and then 
take the next one. 

UR. HAIMOFF; i will do my best to be as quick as 
I can, your Honor. There are a few points I must cover. 
REDIRECT EXAMINATION 
BY HR. HAIMOFF; 

° I!r * K ' 2rKfGld ' with the recommendations or 

rhe high, enthusiastic recommendations about the stock which 
you received from Hr. Baird, in which he reported discussions 
ho had had with other people, have you had or received 
glowrng recommendations from time to time in you.c experience 
xn making investments similar to these recommendations? 

A Yes, I have. 

MR. CRACO ? Objection. 

the COURTi Sustained. 

MR. HAIMOFF; Your Honor, I think this is relevant, 
if your Honor please. 

the COURT? I'm sure you did or you wouldn't have 

asked the question. I don't think it is. 

Me.;?; question. 

HA. IIAIMOFF? Vor/ well, your Honor. 
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O Have you, subsequent to receiving ouch glowing 
reports, nevertheless determined to examine figures to 
determine whether or not the figures which you looked at 
would substantiate the glowing recommendations which you 
have received? 

A Yes, I have. 

MR. CRACO r Objeciion. 

THE COURTi Sustained. 

0 No xt, I call your attention to Note A on Exhibit 
B uo the note and stock purchase agreement which ha 3 been 
referred to, and to the fact that the statement indicates 
projected not income of $315,000. 

VJhen you examined that report, was it clear to you 
that the computation of net income at $315,000 excluded any 
provision for the deferred income? 

A That was my understanding. 

O And what wa3 the c'.mount of the deferred income 
included in Note A before taxes? 

A $2,702,000. 


O one more question on thi 3 ! 

l/hat significance in your mind did you give to 
the word "deferred"? 

A Simply that. 


MR. 


>'C MV 


CRACO! You mean at the time he read it? 
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MR. IIAIMOFF? At the time. I said in his mind at 

the time. 

IJAs state of mind at the time is what I am asking' 

him about. 

A It simply meant to me that the profit would be 
picked up in a subsequent .accounting period. 

0 I show you the Lavsnthol report. 

THE COURT? Exhibit what? 

MR. IIAIMOFF? Deg your pardon? 

THE COURT? Exhibit? 

MR. IIAIMOFF* Plaintiff's Exhibit 7. 

O And particularly I show you Plaintiff's Exhibit 
7-A which is the income statement. 

A Yes. 

0 Reference has been made to the earnings per share 
figure included on the bottom of Plaintiff's E:ch.ibit 7-A 
at 10 cents a share. 

A Yos. 

0 I ask you to look at that page. 

A YQ3. 

O And tell me whether* or not the calculation of 
10 cents per share take?; . co account the deferred gross 
profit? 

A It does not. 

SOU I H! RH DiiTFICT COURT REPORTERS 
l.'M'ih.e VfA'n-s Ccur? r HoujE 





mbrf 4 


355a 

Ilerzfeld - redirect 


127 


O In looking at Plaintiffs Exhibit 7-A, tfhat 

significance did you attribute in your mind to the word 
"deferred 11 7 

A I understood that this is a profit that the 

company had made and was going to pick up in a subsequent 
accounting period. 

0 In making your calculations and in your conclusions 
as to the value of the stock, did you rely upon the provision 
for gro^s profit included In Plaintiff's Exhibit 7-A? 

A Absolutely. 

o The question has been raised about your omission 
to read Note 4, which reference follows the reference to 
$1,795,000 as gross profit. 

Con you givo us your state of mind at the time whid 
.».esuited in your omission to read Note 4? 

MR. CRACOs I object. 

A i have never. 

MR. CRACOs Excuse me. 

MR. HAIMOFFs if ycur Honor please, reliance is 
the principal issue in the case. His state of mind is the 
crux of the case, I believe, your Honor. 

THE COURTS I don't think his subjective state 
of mind has a thi,ng to do with it. 

MR. HAIMOFF♦ There are two things involved, I 


Pot !; ( 
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agree with your Honor. 

TH3 COURTi To judge it by objective standards, 
not by what he may have been thinking subjectively. 

HR. HAIMOFF* There are two aspects to that if I 
may be heard for just one moment. 

A, h:.s subjective state of mind, and B, 
as to whether or not he acted reasonably, in other words, 
if he is fcoli3h or quixotic in the way he analyzes a state¬ 
ment or does not know what he is looking at of course your 
Honor is not bound, but sometimes preliminarily _ 

THE COURTi If he was foolish or careless that 
is no definition of fraud is it? 

MR. IIAIMOFFi That is another point. 


15- 

Vi 
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13 

v:- 
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couRi t i novor thought 


wao « xou can 


cheat a fool. 


HR. KAIMOFFi That is true, your Honor. But as I 
• tais question of roliarwe is a controversial question 
so sometimes that— and just exactly what it means is not — 

TTiE COURTj I can answer it for him. I know what 
he is going to say; but what would he Bay? Ha is suing. 

MR. HAIMOl'Fs if you want me to tell you what I 
think he will nay, your Honor. 

TilS COURT * There :l3n't any question what ha is 
going to say. I will take it for what it is worth, which is 
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nothing. 

MR. HAIMOFF s Very well, your Honor, I will with¬ 
draw the question, in view of the fact that your Honor 
considers it would have no value there is no need for me 

to press the point. 7 think the record is clear on 
the question, 

TBi, COURT* Ue will take a recess. 

(A ::ecc*33 was taken.) 

MR. luUMOFF-• if your Honor please, before calling 

Mr. Pall, who ii a certified public accountant, I would 

simply like tc call the Court's attention, without recalling 

Mr. Her as f eld, to the provision or to the language 

in December, in the letter of December 16th, which we claim 

afforded fie plaintiff a right of rescission based upon 

the results of his examination of the Laventhol report. 

’ rilE C0URTl Aro you referring to an exhibit in evi¬ 
dence/ 

HR. HAIMOFFi The exhibit is Plaintii Exhibit 
9. 

THE COURTr Thank you. 

MR. HAIMOFF* I don’t need to recall the witness, 

I believe. 

MR. CRACO* Plaintiff’s Ejchibit what? 

MR. HAIMOFF* It is not 9, excuse me. 


I v! I :Y 
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MR. 

CRACOi 

Is it 6? 

MR. 

HAIMOFFi 

Plaintiff's Exhibit 6, ye 3 . 

MR. 

HAIMOFF* 

All right. 

Mr. 

Fell. 


R D 

H. 

FELL, a witness called 


by the plaintiff, being first duly sworn, testified 
as follows* 

DIRECT EXAMINATION 


BY MR. HAIMOFF* 


O Mr. Foil, v/hat is your occupation? 

A j. am a cert5.f.ied public accountant, sir. 

O Are you a member of any accounting firm? 

A Ygs, I can a partner in the firm of Brout & 

Co. with offices at 300 Madison Avenue, New York. 

O How long have you been engaged in the practice 
of your profession? 

# 

A I havo been practicing since 1950. I wa 3 certified 
by the State of New York as a certified public accountant in 
1954, and I have been a member — a staff member of my 

firm starting with 1S51, and was admitted as a partner on 
January 1, 1968. 

Q What io your particular function in the Brout 

firm? 

A I was what is classified as an audit partner. 
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along with the other partners we service the prospective 
clients of the firm. 

o Does your firm represent public companies? 

A We don't represent. We are auditors and audit the 
books of both pubUcly and privately held companies. 

0 In connection with the performance of the services 
which you rendered for these publicly held companies, have 
you prepared statements, accounting statements which are 
included in registration statements? 

A Yes, we have. 

0 Are you a mumbar of any associations of accountants? 

A Ves, I am a member of the American Institute 
of Certified Public Accountants, a member of the Hew York 
State Society of Certified Public Accountants, and I am a 
member of the Committee on Cooperation with Credit Grantors 
of the New York state Society. It's an organisation that 
gives seminars on financial statement preparation on credit 
grantors auch as tho New York State Credit and Financial 
Management Association. 

0 Have you also lectured in ac ousting? 

A Yes, I was a lecturer in the undergraduate courses 

m accounting at Oueens College, which 1 did for approximately 
four years. 

0 Mr. Fell, I show you certain papers which have 
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boon produced by the defendant Laventhol from their file* 

as having been maintained in connection with the accounting 

services which Laventhol performed for Firestone. Have 

you previously examined the documents which you now hold in 
your hand? 

A Yes, I have. 
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0 1 sIlow you a report of Laventhol, Plaintiff's 

Exhibit 7. 


A Yes. 

0 Have you examined that report? 

A Yos, I have. 

O On the basis of your examination of the documents 
produced by Laventhol and your examination of Plaintiff's 
Exhibit 7, have you been able to arrive at a conclusion 


as to whether Plaintiffs Exhibit 7 reflected an examination 
made in accordance with generally accepted auditing 


standards and that the financial statements included in 
Plaintiff's Exhibit 7 wore prepared in conformity with 
generally accepted accounting principles subject to the 
exception provided for in the report? 


MR. CRACOi If your Honor please, I object only 

as to &rra cnd P«>.'hap3 I can clear it b y one question on 
voir dire. 

THE COURT: All right. 

VOIR DIRE EXAMINATION 
BY MR. CRACO* 


Q Referring to the papers in your hand other than 
Exhibit 7, are those the only papors produced by Laventhol 

in connection with the litigation in which you are testifying 
which you examined? 
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A No, there were many other papers which I have 
reviewed or have gone through. These are the only papers 

I felt pertinent to the matter on which I thought I would 
make testimony. 

BY MR. HAIMOFFi 

0 Is it a fact the papers you now have in your 
hand are the papers you picked out of the file of papers 
which I produced for ycur examination in my office? 

A Yes, I selected these papers for the purpose of 
the examination. 

0 Nov;, then, can you answer the question? 

A Yen, after examining the papers and tha report, 

1 am of the cyncluoion that tho financial statements were 
not in accordance with generally accepted accounting 
principles and that based upon the work papers that I did 
examine, including those in my hand, the audit was not 
' performed in accordance with generally accepted auditing 
standards and that the firm, the accounting firm, was not 
permitted under our statements of working auditing procedure 
to render an opinion on these financial statements. 

MR. CPACO* If your Honor please, I move to strike 
tho last portion of that answer as not being responsive to 
tho question asked. 


SOUTHERN DISTRICT COURT REPORTERS 
United states Court House 

rOUr' ;n, M.Y.. is’.Y. ICC 17 TeU-PHORG: OOr f7-45TO 







gwrf 3 


363a 

Fell - direct 


134 


THE COURT* Yes, strike it out. 

O I will ask you specifically, then, Mr. Pell, 
based upon your examination of the documents which you have 
in your hand, whether you wore able to form an opinion as 
to whether or not the accountants were qualified or were 
authorized under accepted accounting principles and approved 
auditing standards to render any opinion on the financial 
statements of Firestone? 

MR. CRACO* I object. 

THE Court* Sustained. I take it the objection is 
as to the form? 

MR, CRACO* Yes, your Honor. 

0 Mr. Fell, before we get to the question of the 
right of Lavonfchol to render an opinion, can you give us 
the factors which you took into account in arriving at 
your conclusion that tho report was not prepared in accordant 
with accepted accounting principles and approved auditing 
standards? 

A Yes. 

THE COURT* Whatever those may be. 

MR. HAIMOFF* lie will testify to them, your 

Honor*, 

A I would give my observations principally to tho 
transactions regarding the al leged purchase and sale of the 


I'Ot.i.Y 
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2 

nuvaing homos, the purchase by Firestone and the sale by 

3 

Firestone, and I would like to talk about that aspect of 

4 

it. 

5 

What 1 have reviewed among the papers that I 

6 

examined in the Laventhol work papers whether a purchase 

7 

8 

agreement, a contract of purchase, between Firestone and 

I believe Monterey inns, I believe is the seller, and I 

? 

examined what was called or labeled a contract of sale between 

19 

Firestone as the seller and Continental Recreations as the •• 

n 

purchaser, and in examining those opinions it appeared to 

32 

me that the — 

13 

MR. CRiVCO: Excuse me. Your Honor, I hate to 

M 

interrupt this witness, but I believe the question was to 

13 • 

identify for you the standards he used in arriving at his 

M 

opinion. 

17 

‘ 

MR. HAIMOFF* No, what I asked him — 

13 

MR. CRACOr Excuse me, your Honor. 

l? 

THE COURT * Let me have the question back. 

20 

(The question was read.) 

21 

THi^ COURT: Sur.\ke the answer as not. responsive. 

22 

MR. IIAIMOFF: i don't understand the Court's 

2.3 

ruling. 

CS 

mu COURT: You ashed what the factors were to 

3 | 

I 

be considered and his conclusion that the statements were 

' 
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not prepared in accordance wit-h 

3 “ Wlth aCCe P tad accounting principle, 
MR. HAIMOFF: Exactly. 

4 

THE COURT! He wag wic . 

5 Y^ng to what was doomed 

t0 ^ e# °an draw an inference •, 

6 ^Eerence, a legal opinion of a 

contract hore. 

3 ? 

, "" '™' Th ° ««“*■* statemant recorded as 

„ 3 COmPlCt ° d P “ r0ha::0 a sale the nursing 

hemes, and the papers t • 

„ at 1 e,tami ' !ed indicated that title hac 

j not passed, t’n> j*k^. . 

a I Pvm 3aid fcitle had not passed. 

)3 THE C0URT! Ejection sustained. 

Strilce it out. 

15. lMR ‘ HAIM0PPi If yOUr ri ° nor the documents 

uhemselves recite , 

v C3 - te tx tle had passed. 

J T, ' EC0URT: can pass on it. !t is a lega i 

question whether title has passed 

13 i Passed, not an accounting question. 

MR. HAIMOFF s With -,n 

V) 311 due respect, if your 

|j ^ orio ^ pJ-©asa, an accountant very offcf*n 
20 |J ** often, in rendering his 

| .sports, must review documents 1 pct^i i i 
2 , § ' legal documents, and must 

a arriVa at a determination or get letal opinion. 

a n ‘ B C0URT, Th3t m ' ,y be ' but «>e answer isn't re- 

j aponsiva to your question and wha t he lust said • 

J Q JU3t 6aid a pure lega!. 

, 5 | <iUOa ' C "° n f ° r th ° C ° Urt and wot *>* an accountant. 

| TiIB WITKB ^» Vour Honor, I am .an attorney. 

Si 
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I don't know if that has any bearing. 

THE COURTr I don't care. I am the one who gives 
legal opinions here. 

o wen, Mr. Pell, la it falr to say> ther)< thafc ^ 
arriving at your conclusion on the way in which the Monterey 
transaction was handled, you did take into account your 
analysis of the Monterey contracts and the Continental Recrea 
Won contract for the purpose of determination whether or 
not title had passed as the contracts recited? 

MR. CRACO: Objection. 

Grossly leading. 

Your Honor, I don’t generally object to leading 
questions when we are dealing with an expert witness. 

the COURT: Sustained. 

MR. HAlfSOFF: I asked what factors he did take 
into account. 

T/IE COURT t What accounting factors did you take 
into effect? 

THE WITNESS* I took into effect, your Honor, the 
accounting records reflected a purchase and a sale and I 
raised a question in my mind au to whether or not the 
transaction should have been recorded, because under 
generally accepted accounting principles you should not record 
on the books of a company or reflect in its financial • ■ 
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statements transactions in which title has not passed, and 

I raised the question whether or not the title had passed 

in this transaction and if the title had not passed then 

the company should not have reflected the purchase nor the 
sale. 

0 Let me a3k You this question, Mr. Fell. 

Is there any procedure which you consider an 
accountant ought to follow where a question is presented as 
to accounting treatment depending upon whether or not title 
has passed? What investigation, if any, or what inquiries, 
if any, should an accountant make under those circumstances? 

A Whore we believe a legal question is raised, we 
would go to counsel for the company or counsel for any of 
the interested parties and get from them a legal opinion as 
to what legal effect the document has and then we would 
expect the accounting transaction to follow the legal 
consequences thereof. 

0 From your examination of the work papers which 
have been produced by Laventhol, did you find any legal 

opinion of company counsel or outside counsel or any attorns, 
which Laventhol had obtained on this subject? ' ' 

A No, I did not. 

As a matter of fact — 

MR. CPACO. Excuse me. We got the answer. 
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THE COURTs Don't volunteer. 


3 

0 

I want to call your attention to the 

trial balance 


4 Y/hich has been marked Plaintiff's Exhibit 16 and ask you 

5 whether you can tell me, on the basis of an examination of 

6 that record, as to whether or not the Monterey transaction 

7 had b3en reflected on the books of Firestone prior to the 
0 time when Laventhol commenced its audit? 

9 HR * CRAC0 * I don't believe Exhib s been 

10 j offered in evidence yet. X have no objection t. it, but I 

11 ' think the record ought to show it. 

M ! 

U j nR * I{AIM °FFs I am not quite clear whether or not 

j 3 | the exhibits which are referred to in our pretrial order 

. i 

!> , are in evidence or I have to reoffer.them or what our 
I situation is. 

W j flR * CRACO? We discussed that this morning. 

57 J THE COURTi Offer it. 

10 j • HR - HAIMOFP? I Offer it in evidence. 

v r£UE COURTi Offer No. 10 in evidence. 

29 MR. HAIMOFP» It is 16. I offer it in evidence. 

21 THE COURTS Received. 

71 (Plaintiff's Exhibit 16 received in 

53 evidence.) 

V 

9A A 1,he answer is the records do not reflect that 

j] hrannaction. The books of Firestone do not reflect the 
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Monterey transaction. 

TIIE COURT: You mean they do not show it? 

THE WITNESS: That’s right. 

THE COURT* I thought maybe you had to have 
a mirror to look at it. 

O Nov;, on Plaintiff's Exhibit 16, what entries were 
made by Laventhol to reflect the Monterey transaction, if 
any? 

A The Laventhol work sheets indicate that they made 
an entry which they reflect as entry Mo. 24 in which they 
simultaneously record the purchase of the Monterey Homes 
by Firest.one and the subsequent sale by Firestone and it 
reflects in this entry a profit on the sale of $2,030,500. 

And this oncry is then recorded on the accountant's work sheel 
which, when added to tho company's other records, reflect 
the figures that appear in tho financial statement. 

MR. CRACO: May I inquire whether the witness was 
reading from Exhibit 14? 

MR. IIAIMOFF* 16. 

MR. CRACO* The trial balance? 

THE WITNESS* I am reading from Exhibit 16, which 
reflects a transaction — 

MU. CRACO* Thank you. I don't have a copy of it. 

O Now, Mr. Foil, the entries contained on 
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Plaintiff’ 3 Exhibit 16, do they incorporate a journal 
entry? 

A Yea, they do. They incorporate a journal entry 
No. 24 which is ahovm here on what is called Plaintiff’s 
Exhibit 14. 

O Now, is it fair to say, Mr. Fell, that these are th< 
first entries which app : on the books of Laventhol or 
any accounting record relating to Laventhol reflecting 
this Monterey transaction? 

HR. CHACOs Objection. 

THE COURTf Sustained. 

MR. CRi'.CO? Just so the record is clear, did 
you. intend to refer to books of Laventhol? 

MR. HAIKOFFs Rooks of Firestone. 

MR. CEACO* I make the same objection as the 
question would be put. 
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Q Mr. ("all, aw tho entries contained on Plaintiff 1 ii 
Exhibit 7 with respect to the deferred gross profit the 

Sama fi9uroa uhich appear on the'work papers towhich . 
you have referred, as part of Plaintiffs Exhibit 16 7 

* 4 

A ho, there was one intervening step. After 
the recording of the profit of 32,030.500. they made another 
ea«iy later on on another shoot of paper - i have 
another cheat hero, it is markod your Plaintiffs 
Exhibit io — in which —— 

MR. CRACO: Can wo have it offered? 


in ovidonco. 


MR. HAXMOFP: I offer Plaintiff's Exhibit 18 


MR. CRACO: May I ECO it, ploaco? 

THE WITNESS: Tho ahoot ia handed up — 

MR. CRACO: Excuse mi. No objection. 

THE COURT: Received. 

(Plaintiff 'a Exhibit 18 icecoived in 
ovidonco.) 

THE WITNESS: Thio pa-^iculor ohoot ia headed 
up -Additional Adjuring Patriots"ond mother entry la 
reflected whoro tho profit of $2,030,500, aa reflected 
cn journal entry 24, io now modified by aetting up aa a 
deferred portion $1,795,500, and thero ia a computation 
allowing how they arrived at that adjuatment. 

i-OUTiII'uwtJ DISTRICT C0t«lT REPORTERS 
..... KVilTO STAISS CHEW KQU6S 

.i.Y .a.j.i-itf.., M./, Ki-i : 0 Yta.ew? , }>®| OjR'fiMtT 7*^4500 


■T T W*r M . ‘ Tt' T V r 7T 








I 


gwp2 


372a 

Fall-direct 


2 

3 

5 

6 


10 

11 

32 

13 

14 

15 

16 

17 

18 

19 

20 
21 
22 

23 

24 

25 


fojul -direct 143 

Q Can you give ua the computation reflecting that 
adjustment? 

A Yoa. Thu calculation here indicates that there 
waa a payment rocoivcd by Firestone for $25,000 on 

November 26, an. additional $25,000 was due on January 
2, 1970. 

Q That payment had not yst been received, ia 
that correct? 

A it was not yet received, that's correct. 

I «.-.ra merely reeding v/hat it says on horo. 


And , addition, it cays that the liquidated 

damages would bo $185,000. They take the 185,000, 

vdd it to the two $25,000 payments, coma to a total of 

$235,000 and then they subtract this $235,000 from the 

previous gsrosa profit of $2,030,500 and coma up with a 
• « 

not figure of $1,795,500, which they now record as a 
reduction of tlio earned profit ar_d set up as a deferred 
profit on the sale. 

0 So that included in realized profits on tha 
basis of this Monterey transaction ia the sum of $235,000, 
ia that correct? 


MR. CRACO: Excuse me. whcira does the phrase 
realized profit" ccmoa from in any of the exhibits that 

have been marked? 
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Q Can yon anawor thatqus jtioa and t«jll us? 

MR. CHACO * I object to the question in its 
pzoasnt form, Exhibit 7 , which is the statement as to 
the fund, dcao net uco that language. * 

TIIE COURT: I would think Exhibit 7 a peaks for 

itsolf. 


Q Lot its ask you this question, Mr. Foil: 

Can you detazmlaa from aa acamlnaidca of the work papers 
that you have referred to end Plaintiff's Exhibit 7 whether 
°* not «ho sum of $235,000 attributable to tho Monterey 
tecnoactica was included in tho ngt inccmo - not tho 
deferred not income but tho not inccmo - of Firestone 
an reflected on Plaintiff's Exhibit 7 -a? 

A Yea. it io rofleeted because tho work papers 
indicate that tho company tcok thj colling prico of 
$15,393,000, which it included in its sales, loos the 
$13,362,500, which it included in its coat of sales, 
subjected eno figure frea tho othor, reported at first 
tho grcaopvofit of $2,030,500, and then deducted from this 
v;hrt io referred to ns tho deferred inccmo of 1,795,500, 
co that the inccmi as reflected In tho income otatomont 
includes tho balance, of $235,000 by puro subtraction. 

Q So that is it fair to aay, Mr. Fell, that tho 
Mout hy transaction is included in sales as approximately 
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a $15,000,000 sale out of tho total sales reflected on 
Plaintiff'a Exhibit 7 of 22,000,000 and at th* s&ma tima 
tha not incoraa roflocts a ^ymonfc or a aura duo as liquidated 
damages from the purchaser which would become payable 
in tha event the transaction was not consummated? 

MR. CRACO: I object to the form of the 

question. 

TIIE COURT: In what recpcct? 

MR. CRACO: it’s loading, yo«-r Honor. 

THE COURT: YC3„ 

MR. CRACO: it has no basis established for it 
in any of tha evidence that has been adduced up to this 
point. 

THE COURT: Yea, sustained. 

Q Let mo ask you this question: can you tall from 
tliQ documents and records which you hava in your hand 

whether or not tha Monterey transaction was included in 
sales? 

A Yes. Tho calcs of $15,000,000 is included 
in tha total sales of $22,000,000 as reflected in tha 

income statement of Firestone. 

Q Can you determine from the records and papers 
which you havo in your hand whether the aura of $185,000 
was included in Firestons'a not incoma? 
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YQ8, it was. 


Q And that sum bsiag th« aura which would becoma 
duo in the event that the sale was never made? 

MR. CRACOi I object to the question. 

THE COURT: Sustained. what was that sum? ' 

Q What was the sura of $105,ooo? 

A Th-3 $185,000 of income is tho calculation that 

I just sroffessod to in which tho auditors reduced the gross 
profit of 2,030,000 by tho aura of 1,795,000, thus leaving 
in tho income statement $235,000,which they refer to in 
their work chest as tho $185,000 of liquidating damages. 
Plus the $25,000 already received and the $25,000 to be 


received. 


im. CRACO: Hay wo have the work shoot reforred 
to proffered? 

THE COURT: Y©a. 

THE WITNESS: Tho work cheat 1 am referring to 
rev; io Plaintiffs Exhibit 18 in Which they reflect the 
fact that they aro deducting from tho gross profit of 
$2/B0,000 the sura of $1,795,500, leaving 235,000 in tho 
inexao and b-oej&g tho 235,000 down into three parts: 
tho $25,000 received prior to November 30, the $25,000 
duo on January 2, 1970, and tho $135,000 of liquidating 
damages that would ba due in the event that tho transaction 

Kimr -s: i o.uiv eepcoters 
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MR. IIAIMOFF: Do you vant to see it? 

MR. CRACO: lo that in ovidenca? 

MR. HA1MOFF: Y©S, it ia. 

For tho oak© of contiiiuxty ~ 

T£IE COURTS 1 understand it. I under stand that 
th^y reflect bo>di tho oalo, a co^.auiDinatcd transaction, 

md liquidated toughs An tho event the transaction collaps¬ 
ed. 

THE WITNESS: Yen, air. 

THE COURT: Inconaiat mt? 

TUE WITNESS: Yea, air. 

Q I weald liko to now aok this question: can you 
determine v;hat the not income of Firestone would havo 
looked liko had tho liquidated domagos bean emitted from 
tho statement of inccmo? 

A Are you talking about tho liquidated $185,000 
or tho $235,000? 

Q Either one. Ona at a time. 

A If tho $235,000 of income that waa included in 
thio Ouicciiicjit woro emitted, then instead of showing a 
profit before fcaxQ3 of $104,000 it would havo shown a loss 
of $130,000 bofora taxes, 

Q And in it also true, to. Foil, that if tha 
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5185,000 wora emitted, ths 

deficit? T . 3 wou ld show « 

icit? Xoa't tjrja? 

A That ia correct. 

Q Now, Mr. Pf.ll 
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THE COURT. All right, for that limited 


purpose. 
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A In reading Note* 4, it rccitoa the fact that the 
company had purchoaod, using the pest tones, and it refers 
to tha fact that it had cold, again using the past tense, 
tho property involved. 

Q AT'.o we again deali n g v?ith the earn© legal 
question that you referred to before? 

nn. CRACO; I object to the form of the 

question.. * 

THE COURT: Yea. 


in tho course of proper accounting practice 


as you know it, could you arrive at accounting treatment 
of a transaction which depended > upon te interpretation of 
an agreement as to what its legal effect was without 
outlining an cpinioa of counsol? 


A Yes.. There is a book which I happen to have 
with me called Tno Dictionary of Accountants By Kohler, 
which is a loading authority on accounting definitions, 
end in there they refer — I cen cither road it or I can 
editorialize what it says. 


It saya that an executory contract or commitment 
ia not recorded on tho books but a transaction is only 
re corded after tho title — after tho transaction has bean 
completed. ^ ld llJ ™y ceding all of tho documents I hava 


; r: 
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oeaa, it wen improper to reflect thie transaction end 
thone financial abatements end, therefore, on the recorde. 
MR. HAIMOFF: i havo no further quorCLona. 

MR. CRACOS May I have just a mom©nt? 

THE COURT: Yea. 

(Pclugo.) 

CROSS EXAMINATION 

> 

BY HR. CRACO: 

Q X wonder if you would bo g00 d enough to cite 

us chapter ana vorso. 

THE COURT: i have ono quoatioa. 

You uaid it w^uld bo iripropor to ohew an 
executory contract on tho recorde. what recorde? 

TUB WITNESS I Tho financial records of tho 

company. 

THE COURT: Ao dictinct from tho booka? 

THE WITNESS: No, tho bccko. whoa I oay the 
financial records, I cn referring to tho books, tho 
financial statement, everything. 

THE COURT: Waa this executory contract shown 
on tho booka, ca tho underlying books? 

THE WITNESS: it war: shown on tho booka only 
•'ft* Lev. nthol -ado the entry you referred to before. 

The accountants made an adjusting entry to tho books adjust- 
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ta9 ti ‘° b00lts to r0 ««cfc this trcnoaction and then gav. 
Offset to fchio teaaooetim, on too booko and financial 

ototomonto a, though it bad bean put on to* booko initially. 

BY MR. CRACOj 

Q Lofcb taka that first. 

13 thcro anything unusual about adjusting on- 

W.itu3? 

A Nc/fc when properly recorded. 

Q so is it not thafhet that as a matter of ordinary 
C0U::ja whoa 031 au ? it ia dcii ^ adjusting entries to reflect 
ru:nb;:i: ° f kiilda of tKmccctioao that have not yet boon 
po-^od ca the. books aro suggested by tha auditors and placad 

ea tha books of tha company after the termination of the 
audit? * 

A No, that's not so, sir. 

Q It is not? 

A it is normal for accountants to make adjusting 
entries which aro to correct ©r further clarify entries 
recorded by the company, correcting entries, so to speak, 
but as far an recording transactions that aro not recorded 
at all, since tho financial statements and the books are 
tha property of tha company, it is incumbent upon the 
accountant, if thoy think an entry should bo made to correct 
thn books, they ask for a representation in writing from 
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Uia mmt saying, "Please correct my book, bacaua. I 
oiaJ.ttsd to record tho following.* 

So that while all ©ntxioa ara called adjusting 
entries, there ere rosily two 4 po., one to correct what 
ha, already fasta recorded end the other is to update for 

tranc.acjJ.ons that may have not be a recorded at the time 
tho auditora camo in. 

Q And thoro ia such a thing os tho second? 

A Yus, if tho management gives you what is called 
a letter of coproocotatien tilling you to do it, and i 

have bean unable to find that in the work papers t have 
examined. 

Q Nov;, you eaid that you found no entry relating 
to tho Montoroy tranoaction in th, Lavcnthol papC r 3 othor 
than tho adjusting entrioa, ia thvt truo? 

A YQ3. 


Q Didn’t you find cintry Mo. 24? 

A mo, that’a not on tha bcoka. That ia an entry 

of Lavonthol. Tho question that was aoked to mo wao, I 
boliovo, did I find r.n entry on tho booka of Firoatono. 
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Did you look n't the books of Firestone? 

I looked at tho trial baloaco of FirostOM 


Q Did you look at tha books of FiragtODd? 

MR. HAIMOPFi May he finish, Mr. Craco, please? 
You looked at tha bocks of Firestone? 

THE WITNESS: I looked at tha books of — 
tno balcncca on tho books of Firentona as reflected in 


chrj Lav>jnthcl work sheets which indicated tha open balances 
cn tlior hooka of Firestone before the arrival of the 
Lavcnthol auditors* I then saw that tho on tire — 

MR. CRACO: Ex cues mo. I want an answer to my 

question. 


mr. HAIMOFF; May he finish? 

THE COURT: Answer tm question. 

THE witness: Hava I aeon the books? 

Q Of Firoatone. 

A I have not seon the books of Firestone. 

THE COURT: Never? 
the witness: Never. 

THE COURT: . So you don't know what is on th en ? 
THE WITNESS: Well, I do know, sir, if I could — 

TIIL COURT: You don’t hav& any personal know¬ 
ledge? 
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the witness t I do, sir, because I have seen by 

the entry recorded by Lavonthol that the entire transaction 
haa boon reported by Lavonthol and therefore it can't be 
on the books if it's rocordod by Lavonthol. You may call 
it indirect, but it's obvious to me as an auditor that it 
can't be on thox® if tho accountants —— 

Q Lot ma aak you this: :; 7 ?-g the $25,000 that had 
bnen racoived recorded on tho books of Fireator q as 
reflected by tho work papers of Lavonthol? 

A No, it woo not on tho books of Firostono. 

Q It was not? 

A No, sir. 

Q lo tli^ro an entry on tho trial balance or the 
adjusting entries referred to as exchange in tho amount of 
$25,000? 

A Yos, thoro is. 

Q would you explain what that entry in? 

A Yos. what happened was,it appears from the 

accountant's work papers on that on November 26, 1969, 

a $25,000 deposit waa made into tho bunk account of 

Firestone, but that transaction had never been entered 

ozi the books of tho company, when tho auditors discovered 
this, they mado an entry recording tho rccoipt of cash, 

rr.d for tho mcment,nat knowing what it applied to, they 
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flot up an account called "Exchange" for $25,000. 

Q On what document does that figure appear? 

A That document appears in the Laventhol journal 
entry which I have here. 

Q what is the exhibit number? 

A on Plaintiff'a Exhibit No. 14, the same sheet 
tliat rccordo the original transaction, the entry below 
tho — journal entry No. 25 refers, as an entry, wKch is 
known as debit cash and credit exchange, which says to 
record end deposit on November 26, 1969, for $25,000. 

Q Do you know what Exhibit 14 purports tobe? 

A YC3. 

Q Itfhnt is it? 


A it represents adjusting journal entries prepared 
by end submitted by the Laventhol auditors. 

Q Wucro did they got tho information on it? ' 

A Iwiuld assume they got it through the audit and 

inapoction of tho records of Pireetono and in meetings with 
inquiries mad© of tho Firestone personnel. 

Q So there v;ua come record in Firestone of the 
receipt of tho $25,000? 

A Mo, sir, they found that — the only way they 
found tills in when they looked at the bank statement, which 
-Vj a rjti-.tc-inent of the bonk, and compared it to the books of 
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ths company and didn't find it recorded on the" books of 
the company. 

Q now do you know all that happened? 

A Because thoro — on thla entry they are first 
recording it, which moons it could not have bsta recorded 
boforo this entry give? of feet to it. 

Q So ycu say except for tho tank statements there 
waa no evidence of that transaction? 

A Woll, thoy could huvo bean told. Thoy may 
hzsn'j bccaioid by somebody that it has not been recorded, 
but it v/aa not on tho books. 

Q • Eut for the moment your definition of books 
dees not include tho current bank statement of Firostona; 
is that, right? 

A Excuoo me, Fircotono doesn't have a bank state¬ 
ment. Tho bank statement is sent in by the bank which 
is reconciled to tho books of the company. 

Q You ora excluding that from Firestone's books? 

A v V7all, by incorporation ovary entry that is made 

by an accountant ultimately finds its place on to the 
books. ** T boliovo tho quoation char"was asked of me was 

tha be oka of tho company prior to tho entries recommended 
by Lavcuthol. . 

Q I am not trying to bo cufca with you. when you 

i 
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answered that, question. to the -aff&ct that thy books did 


not display this trans action, you did n t my an to rofer 
to thy than current bank statement of thy Fireiaton® Group; 
ia that right? 


MR. HAIMOFF: I object. to thftfc question, if 
your Honor plaasea. whan Mr. Craco refers to this 
transaction, ia he referring to the Monterey transaction, 
or ia ha referring to a $25,000 cash deposit which nobody 
knows what it related to until they asked questions and 
made further inquiries? 

MR. CRACO: That ia thy business of an auditor 
to do that, isn't it? 

j. ^'1R. HAIMOFF: Thy point is — I don't know if w« 
want to nrguy it now or not — the point is that it's a 
$25,000 cash^ deposit. It doesn’t mean anything. 

THE COURT: Overruled. 

MR. CRACO: May I have the question reread to 
thy witness? 

(Thy pending quostion was read.) 

A The books — I will have to stand — 

THE COURT: Answer it yes or no. 

THE WITNESS: It can't, be, air. The queefLon is 
inconsistent. I am not. trying to argue with anybody, 
but -- 
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THE COURT: All right, if you can't. 

A The bc>ke do net rtflict tha $25,000. I must 
reiterate that. 

Q B*:t th* bank statement does? 

A The bank a tats mart doas. The bank statement 
submitted by the bank does so. 

Q And an auditor, in tha course of his audit, 
when he geta & bank abatement, that reflects such a deposit., 
wil 1 inqt-ira as to the nature of the deposit and the reason 
for the dapocit md what, have you; is that right? 

A That is correct. 

Q And it is your testimony, I taka it, that 
Exhibit 14 and the entries on it about, the Monterey trans¬ 
action ref.l&ct that. Lnvanthol having discovered that 
deposit in the bank statement made certain inquiries about 
the nature of the transaction which had generated that 
deposit; is that fair to say? 

A That's an assumption that could be made. 

Q la that tha assumption that you made in rendering 
your opinion here? 

A Ho, I would not, because I find that tha trans¬ 
action first, recording tha purchase and sale id mads, and 
later the entry recording the undiscovered $25,000 deposit 

shows up later as a latar entry, and I arn assuming these 
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ontrica w*rs prepared as they were discovered, but that 
ia an assumption. 

Q That, is an assumption? 

A That's correct. 

Q You hava no basis oth.r than the sequence of 
events on that paga that you s.l.ctod from others; is that 
correct? 

A That ia correct. 

Q Lot's start at the, end if w-a may. Look at 

Exhibit 7 in evidence. 

A Yes, sir. 

Q Can you tell tha Court whether anyone reading 

that or any similar report of a Certified Public Accountant 
on a aet of financial statements may properly take a single 
liii-s out of the entire report and draw conclusions about 
the financial condition of the company from that single 
line? 


MR. 1LAIMOFF: i object to that, if your Honor 
please, as entirely too general, it seems to me we are 
entitled to have specific questions asked about specific 
entries and exactly what people ara entitled to. Laymen 
now. we are not talking about, accountants any more, but. 
layman, and I don't know why this witness should 1>% called 
upon to give his op Indian as to what, conclusion laymen are 
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to com ft to from reading cm accountant's report. 


question. 


MR. pollacks objection to the form of the 


THE COURT: Can 1 have the question, please? 
(Ths first portion of the pending question 


was road.) 


the COURT: Sustained. 

Q I draw your attention to the opinion on page 1 
of Exhibit. 7. Do you see it? 

A Yus. 

Q Have you had occasion from time to time to 
render opinions* on behalf of tha firm that you are a 


member of? 


Yea. 


Q Havo those opinions racited that the examination 
was in accordance with generally accepted auditing standards 


and so forth? 


Yes, it has. 
Like Exhibit 7? 


0 Hava you rendered opinions like the one ±x th* 

last paragraph with or without qualifications? 

A Yes, we have. 

Q And you hava opined from time to time, have you 


scu : H^rtucr car, it rtr-FoRTercs 

»r. :nxT> ^ «;s a w.nr house 

t’ .• -v; .v* >•'. t V/. . thV. tOC.;/ Van OKvlat.>t MitiO 


3 ' 

















390a 

bp 9 Fell-cross j -j 

not, for the benefit of whoever might read the opinion, 
that the accompanying consolidated balance sheets and 
related consolidated statement of incoma and retained 
earnings present fairly the financial position of 
blank corporation as at a certain data; is that right? 

A Aro you asking me in general or this one? 

Q You hava rendered ouch opinions, have you not? 

A Yea, I have. 

q And you recite, do you not, in those opinions 

that this consolidated statement fairly reflects the 
financial position of tha company in conformity with generally 
accepted accounting principles; is that, right.? 

A Yea. 

Q Whan you render ouch an opinion, to whomaver you 
rtndor such an opinion, do you intend the opinion to refer 
to the financial statements to which it. is appended take ^ 


as a whole? 

_ • ' . . #. • 

MR. HAIMOFF*. I object to that, if your Honor 

pleaae. We are not dealing with financial statements taken 
as a whole. 

MR. CRACO: We sure are, and that is my problem. 

MR. POLLACK: Further objection on tha grounds 

that his intention in financial statements other than this 

one is quite irrelevant.. 
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I will taka it bearing 


A when we rondor an opinion, we refer — under 
normal circumstances we would refer to the financial 
statements end all parts thereof* 

Q Taken as a whole? 

A That is correct. 

Q Is one of the parts which is included in that 

whola the notes to tho financials? 

A Yea. 


Q In your opinion and experience, are the notes 
co the financial statements an integral part of the financier 
statements upon which an opinion io rendered? 

MR. HAIMOFF: i object to that as immaterial, 
if your Honor picas®. I donot dispute the correctness 
of Mr. Craco'o statement. 


MR. CRACO: I would like the witness — 

MR. HAIMOFF: That is, that notes are an 
integral part of the financial statements of which they 
are a peart. 

THE COURT: i think he is entitled to an answer 
from yc jr export. 

Q Do you agrao with that? 

A Y»‘s, I aqroo with that. 
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Q Therefore, when tha ocrroctness or incorrectness 

o* tho opinion la being discussad, tbs opinion rendered 
by the accwVcaat. tho financial statements taken aa a 

whola, Including the, notes, hava to be considered, do they 
not? 

A Y£8. 


Because that ±o ths thing to which tns opinion 


TOl’AS, right? 


A -ihG «,hing thera ia no one thing. It’s 
wholes package aa a package. 

Q ' That's right, all right. Aro you familiar 
with tho auditing ut.-ud :.-ds and procedure*, statements on 
auditing procedure No. 33? 

A Yos, T hevo a copy of it hors, yea. 

0 Aro you familiar with tho chapter on adequacy 

of informative disclosure? 

A Aro you referring to the S.A.p. 33 issued in 
1963 or tho updated ono of 1972? There ora two voroions 

known an tho gray volume end known as the blua and gold 
volume. 

Q I am not'sure which ona I am reading from, 

although I hnvo both of thara hare. i think I am reading 

from 1963. 

A All right, I just want to ba connietfent with 
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aa3a ° f hl ' J )Ud<P ’ int - foresight. and hindsight. cannot 

b “ ° teltt,d * 1)0 " 1— W in passing upon =on- 
cluoions reached at tha earlier tins. Hindsight 

should bo eliminated from tha factors by which the 
soundness of past conclusions are judged." 

0 do you taka that to ba a dofinitive and 
accurate statement of the standards which It recites? 

MR. HAIMOFF: 1 object to. that, if yo „r Honor 

Ploaso. ho roads one paragraph from a 70 or 80- P a,e 
book. 


c.nnwGr. 


Qubjoct. 


MR. CRACO: He oon 0 ay a0 if Uiat ±0 ' hla 

MR. HAIMOFF: ah of which deals with tha same 
™ E C ° URT! 1 b - wa "hat he read. Wlat la ^ 


basis of your objection, legal basis? 

HAIMOFF. it's incomplete, your Honor, 

“* iVa i ” raatarittl - The question and answer are 
immaterial. 

the court: Overruled. 

0 would you annwer the quoatioa? 

A 1 byU,V ' i thst ifc '« * Proper statement. 

you bo up hare making tho mmo criticism 
of this treatment of the sale if in fact all tha tran. 
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notions reflected by the contracts had gone through in 
accordance with thair terms? 

A Y&b, sir, I'd bs making the same objections 
bscauso the amount of this transaction was so — z „ 0 md 

likS to quota tx<m «** 0 “»» book that you guotad me, sir, 
if I may. 

Q You just answor my questions. 

f!R - HAIM OFF: May he be permitted to quota from 
other auctions of the same book? 

THE COURT: Lst him answer the question. 

MR. CRACO: I am sure hscan gat a chance to 
quota on redirect anything he wants. 

THE witness: Tho nature cf the transaction 
involved in this particular transaction involved such a 
material amount that in the same S.A.P. 33, if i may refer 

9 

to it, it said that because — I’d lika to read it to you, 
sir. I am quoting from tie same section, it says that, 

"When a qualification" — 

Q May I now have the page? 

A It's the same- section. 

Q You are now roforring, are you not — 

TIIE COURT: Can't u« go horo fivs mioutss without 

Sh interruption? How in tho world do you expact ms to g.t 
this. 
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A I will give you the page number, i have a cross 
reference, 

THE COURT: Please don't interrupt any further. 
Let me get this witness's answer. Then you can ask him 
what page. 

THE WITNESS: Yes, page 58, paragraph 9, in 

your text. 

THE COURT: Read it. 

THE WITNESS: Thank you, sir. it says that, 
"Whan a qualification is so matorial as to negative an 
expression of opinion as to the fairness of the financial 
statements a3 a whole, either a disclaimer of opinion 
or on adverse opinion is required." 

I submit to you that in this particular situation 
that wa are referring to, the nature of this transaction 
was do matorial that hindsight or foresight doesn't alter 
the facta that at no time under our bible, if i may use that 
phrase, ara we permitted to give an opinion whore such a 
matorial dofcct is Evolved, and therefore, in answer to 
your question, I wouldn’t, change my opinion if the trans¬ 
action had gone through afterwards. The fact was at that 
tamvi it was improper to do so. 

Q Lot's oxamino that question. First of all, let 
a ask you whether you looked at tha January, 1970, audit 
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that Lavcnthol did of Fireston*. 

A No, I havo not. 

Q Do you know whether in fact that had been 
produced in connection with this litigation? 

A No, I do not. 

Q Do you knew whether in the audit work papers 
for January, 1970, there is a trial balance which fully 
roflQcta th3 transactions which you are testifying about? 

A I do not know it, but. I had — 

Q You don't know; io that right? 

A Wall, may I toll you why I wouldn't know? 

Q You juat toll me whether you do know. 

A I do not know. 

MR. CRACO: Mr. Haimoff, may I have the contracts 

MR. HAIMOFF; The witness hag one. 

THE WITNESS: Which one? 

MR. CRACO: Both. 

THE WITNESS: Her© you are. 

(Papers handed to Mr. Craco.) 

Q I would approciato it now if you would do what 
you offered to do a few moments ago and find the precise 
pluc-a in tho dictionary — what is it called? 

A A Dictionary For Accountants By Kohler. 

Q i would appreciate it If you would find what 

sin.h'jn; k .’;i(,ir.h':icr com:; rifro^YEf'S 
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you offered to find a tow minutes ago. 

A May i read it. to you? 

Q I would appreciate your showing it to m«. 

(Tha witness handad a book to Mr. Craco.) 

Q you have draw* my attention to two entries, one 
of which is a certain portion of the definition of 
Transaction. i would like you to road to tha Court 

° fc Pagt!I 430 * ad 431 of «*■ dictionary tha language which 
you hava underlined and tho language which follows it. 

That is tha definition, is it not, of •Transaction-; is 
that right? 

A Wall, undor the word "trancaction,- it says, 

•An event or condition tho recognition of which gives 
rise to an entry in accounting records,- and then further 
goes on to say, "The moments* recording a transaction 
is dependent on tha occurrence of the ever or the 
oxistenco of the condition. The. customary timing of 
its recognition" - that is the part x have underlined. 

Q Now k\-op going. 

A ° kay ' " The ouotomary timing of its recognition, 
ascertainment of tha money amounts involved, a deter¬ 
mination of the accounts effected, and an administrative 

review of tho adequacy of rofarable supporting data 
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serving as objective evidence of its component elements. 

For the bulk of transactions, these decisions con'- dng 

to general business policy, traditional trade customs, 

and local conventions, are a vital part of the daily 

routine on which the mechanics of accounting are depend- 
ent.* 

Q la it not fair to say that, according to the 
deflation which you yourself have pulled out, general 
bucinoas cuctom and local conventions play a part in 
determining whether or not a transaction has occurred 
sufficient to glva riso to an entry in the accounting 

records of the company and on the financial statements 
of tho company? 

A That ohould bo given consideration, but in 
connection with ovary other ccwnpcinant. 

Q Tho answer ia yes? 

A It’a an element of tho judgment. 

Q p All right. In your judgment did you give any 
wc-.ght at all to local convention and bucin -33 ccuatom with 

V 

respect to wh&thsr a tranaaction had occurred? 

A well, 1 road tho document, and it said that title 
had not passed, and that's ths only way I could come to a 
layman'□ conclusion that the tran,action had not been com- 
plated, because if 1 — 
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Q You ara not prscented hera aa a layman. You 
are presented haro as an expert witness. I would like 
an answer to ray question. May it be road? 

A As an export — 

MR. CRACO: Excuse me. May it bo read back? 
(The pending question was read.) 

A Yss, I gave* weight to it. 

Q What local convention did you give weight, to? 

MR. HAIMOFF: I object to this, i haves been 
listening to it, if your Honor please. There has been 
no evidence of any local conventions that I know about. 
THE COURT: It's in the dofinition. 

MR. HAIMOFF: it may be a general — there may 
comutrmes is soma canon be local conventions which can 
transform options into completed transactions. i know 

of no such conventions. Thora has bean no evidence of 
any. 

the court: Overruled. 

A I think i con answer the question. 

Q I would be glad to hear it.. 

A I did give weight to it. 

HIE COURT: Ploaso don't prompt the witness. 

It C< i't help. 

MR. HAIMOFF: i don't intend to, your Honor. 
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THE COURT: That: la what you are doing. 

MR. HAIMOFF: I am sorry. Then I apologize. 

THE COURT: I wasn't: born yesterday. 

MR. HAIMOFF: I didn't intend to. 

MR. CRACO: I wondor if, before the witness 

answers, I may have the question reread, because as I hear 

. • 

the beginning of his answer, it is {about to be unresponsive. 
Would you road tho question baak, please? 

(The pending question was reread.) 

A I answered that question. four next question 
was what weight did I give it., and what did I do. 

Q No, I said what convention did you give weight 
to. 

A I gave weight to — I said I would have to ask 
myself what is the local convention, and I said I would — 

Q Did you ask that? 

A Yes, I asked myself what is the — and I as a — 
not being a lawyer or practicing attorney wouldn't know, 
so I said I would ask the attorney to tell me whatis the 
lfigal offset of this in California, and I went to the work 

I 

papers of -- that ware submitted by Laventhol to see if 
they had anywheroo in their papors done what I think I 
would have done. 

I was trying to put myself in their place, and 
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I could find nothing in thoix wort papers that indicatod 
that they had raised that question and that - 

0 If la fact they had rained that question, 
end it „ oro not reflected by the work papers, would your 
opinion about this whole thing be different? 


no, it would not bo, because under the same 


S.h.P. 33 that you wore rotor,:in, to, it says that the work 
Pnpars, if I can road it,- n „„t contain sufficient evidential 

r\e »> A.* . 


roattor to show on tv-hat 

^ baGi3 accountants came to their 


concluaica." I could road it to you. 


Yas, you could, but — 


MR * HA1M0PP: Fxcuoo mo, x think this is in- 


portant, your Honor. May 1 have that section of tha s.A.P. 


read, your Honor, as part of this? 


redirect, counsel. 


THE court : YOU will have your opportunity on 


° " iy 1 a3k lf you “« referring to the 1963 or 
1972 edition? 


it happens to be quoted verbatim in both of 


them, so I have it in both versions. 


That. i 3 a matter of auditing housekeeping, isn't 


to rofor to it as 


No, ifs a matter of auditing standards, „« like 

•a 
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Q But 1 q bonne of dotonalaing whether a tr&ns- 
action had occurred. you say that you would hav« put 
yourcolf in the shoes of Laventhol, and ones thf.ro you 
would have asked for an opinion of local counsel as to the 
affect of these documents; Is that right? 

A That is co rrect . 

Q My question is, suppose for the moment, and 
oubject to connection, that in fact an opinion had been 

solicited. Would that Change your opinion with respect 
to the tranaaction? 

• 7 

A - It depends on the opinion given to me by counsel. 

Q All right. Wa got into this discussion of 
legal opinions by way of my asking you what local con¬ 
ventions, as referred to in your own definition, you gave 
weight to, and I dotft know that you told me what local 
conventions if any you gave weight to. 

A The first thing to aay is I would have to find 
outvhat the local conventions are. 

Q Did you? 

A Did I? no, I did not. 
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O All right. So you have come to this court opining 
on the adequacies of this report without any knowledge of 
what local conventions if any affected the auditors when 
they made their report? is that right? 

A Yes. 

O Does your company, your accounting company, have 


r ■ an office in California? 

9 A Yes, we do. 

io! ° D.\d you consult with that office in the course of 

li 1 preparing your testimony here? 

1 ^) A Yea, 1 did. 

I O Did you consult with them about the tidequacies 

I 

l-j [' of these contracts to effect a transaction in the definitionaJi 


/ 


is. sense? 


A Yes, I did. 


7 j O With whom did you consult? 

9 |1 A I spoke to my west coast partner. 

i ' 

9 j O Who? 

q | A His name \3 victor Hollander. 

jl | O la it your testimony that part of what you have re- 

22 ! cited as your testimony in fact came from Victor Hollander? 

'■5 A No, it is not. 

■v O Is Victor Hollander a lawyer? 


Pardon me? 
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O Is Victor Hollander a lawyer? 

A No, he is not, not to my knowledge. 

0 What other local conventions if any did you give 
weight to in appraising the work that Laventhol had done? 

A I merely read the document that was executed in 
California, and I caw the phrase in there that title has 
not passed and I say I know of nothing to indicate in this 
dictionary of accountants it says you should not give 
effect ~ you didn't let me road the paragraph I wanted to 

road,you asked me to road the paragraph you wanted me to 
read. 

The other paragraph says that you shouldn't record 
jj it Lmlo3 ° title has passed, and I say that unless there is a 

contrary local custom that says you can record title _ 

you should record a transaction when title hasn't passed, I 
would say I would have no reason to record that transaction. 

O My question is, do you know whether there was in fac| 
such a local convention? 

A No, I do not. 

O In connection with the paragraph that you wanted 

to quote, would you go ahead and taka your head and quote it? 

A Yes. 

O First of all, give us the reference. 

A This is the dictionary and under V -*rd commitment 
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the following appears. 

0 The page please? 

A It is page 92 of the Dictionary For Accountants, 
and commitment is defined as, "An anticipated expenditure 
evidenced by a contract or a purchase order given to an 
outsider. Commitments are not: given expression on accounting 
records, except sometimes on those of government agencies, 
sinca tho signing of a contract or issuance of a purchase 
order does not give rise to a transaction. Disclosure of 
the amount and nature of a cormuitmant in a balance sheet 
or balance sheet footnote is, however, generally regarded 
as required where substantial additions to capital assets 
are involved or the amounts of prospective goods or 
services contracted for is substantially in excess of a 
<50 or 90 day supply." 

The rest is unrelated to thi 3 and — 

O All right, now would you say in the terms of that 
definition, that the acquisition of some 15 million dollars 
worth of land would — let's see,where is that language? 

THE COURTt Substantial asset. 

O — would constitute the acquisition of a sub¬ 
stantial asset having a duration of more than 60 to 90 


days? 


A Yen, out it should reflect —— this says —— 
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MR. HAIMOFF* May he be permitted to answer , your 


MR. CRACO: He answered. 

A No# you cut me off. It says it should be recorded 
as a footnote but 3hould not be recorded on the accounting 
records# and I submit that if they had merely made a note 
about this transaction but had not given effect to it in the 
income statement or the balance sheet# blit merely referred 
to it as something that is coming ahead# that is executory# 
if I may use that phrase. 

It would have been proper to disclose it# but not 
to give effect to it in the financial statements other 
than in the note as on executory or commitment. 

O So let's nail that down. 

Is it your testimony that local conventions 
for the moment being disregarded, it would have been mis- 
leading not to have disclosed these two contracts in some 
form in the financial statements of Firestone as at November 
30, 1969? 

And I'd like an answer ye3 or no to that question. 

A Your Honor, he is asking me if I still hit my wife. 

You are asking me# which of two — 

O I am not interested in whether you still hit your 

SOUTHERN DISTRICT COURT REPORTERS 
Umtco States Court House 


• • w 


•. t * / r 


t • ir- /Y\ «<ri k s «r>> 7 rCOf) 


















5 mbrf 


Foil - cross 


wife and I wouldn't like — 


THE COURT* Would it be misleading not to refer 
to them at all? 

THS WITNESS* it should be referred to some place 
but what I read to you says it should be in the footnotes 
only, not in the financial statements; so I can't answer 
that yes or no. 

0 My precise question is whether non-disclosure 
of tho GG two contracts would have been misleading in your 

opinion under the various authorities that you are having 
recourse to. 

A No, it would not be because in this particular 
transaction that you are referring to since the company 
stands to show a potential profit, the omission of a note 
about a potential profit in the future does not hurt by 
its omission as much as a disclosure that the subsequent 
transaction would materially adversely affect the financial 
position, so that the omission of it completely would not 

be as dangerous as it would be if it was an adverse effect 
afterward. 

0 That depends on whether you are testifying for 
a buyer or a seller, doesn't it? 

A No, I testify as an auditor, what his judgment 
is. I just oppress my ov. judgment. 
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0 Isn't it a fact that when an event occurs relating 
. to the purchase or sale of property, the key thing governing 

the disclosure of that event and its accounting treatment 
is its economic effect? 

A Yes, I would say that is true. 

° NOt itS le3al con3 «Iuenc QH but its economic effect? 

A That is correct. 

But we like to think it follows the legal concepts 

as well. 

° Well, you like to think that. 

A Our profession requires it of us. 

O Does it? 

A Yes, it does. 

O Would you cite me the chapter and verse on that? 

* K«ll, I can sit and read you — do you have another 
book there? it just so happens I have another book which 
• is 3B pages long which describes all the generally 

accepted accounting principles. ' I can't summarise it in 
two sentences. 

° Y ° U find ma a gonerally accepted accounting 
principle that says that a transaction cannot be reflected 
until it is consummated as a legal event notwithstanding 
its ecomonic impact on the financial affairs of the cor,.,any. 

A Your Honor, without going into every page here, 
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there are certain principles that we ae accountants know 
for everything which says you don't record an asset unless 
you have legal title to it and you don't record a liability 
unless you have a legal obligation to pay it and the ensuing 
results that occur as a result of that are there, and It shovi d 
be in accordance with generally accepted accounting principle,; 
and any tine you record an asset that you don't know or 
omit a liability that do - you are not in accordance with 
generally accepted accounting principles. I just don't 
know how to pin down that the omission of a particular 
loom is called for or not called for. 

O I chow you Exhibit 12. 

Do you know whether that is a contract? 

A Well, it says agreement for sale of real estate. 

If agreement and contract are synonymous I would 
assume it is a contract for real estate. 

MR. POLLACK* Objection to what the witness 
assumes, your Honor. 

KR. CRACO* it is valuable for the basis of his 
opinion and nothing else. 

MR. POLLACK* The documant speaks for itself. 

THE COURT* Yes. 

MR. CRACO * I am sorry. 

THE COURT* The docuaent speaks for itself. 
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° IS thi3 Such 0X1 agreement as in your opinion 

to create an event which requires some sort of recognition 
in the financial document of Firestone? 

A Could you repeat that question? i am sorry. 

(Ouestion was read.) 

A Ye3. 

° 1 Sh ° W YOU EXhibit 13 “* ask You the same question 

with respect to that. 

A Ye3. 

° rh ° C ° together are the contract for the purchase 
and sale of the Monterey Nursing Home properties,are they 


not? 


A Yes. 


0 Now 1 prefer you to footnote 4. 

thi; Court s Do you expect to be much longer with 
thi3 witness? 

MR. CHACO. Kell, your Honor, X am frank to say 
that I think I shall be. 

THE COURTf All right. 


We will adjourn until tomorrow morning at 10 .1 


o'clock. 


X want to hear briefly Mr. Pollack's motion, what 
is your answer to his motion? 

™' CRAC0 ’ Lot rao attQ if I recognize the motion to 
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which I am addressing myself. 

THE COURT: The motion was no representations were 
made by Allen either to the plaintiff or to the accountants. 

MR. CRACO: That is true directly. 

THE COURT: You say there is an indirect repre¬ 
sentation? 

IlR. CRACO* As far as Charles Allen is concerned 
there is the testimony of Mr. Ilerzfold that both Mr. Baird am 
Mr. Kramer told him what Mr. Allen had said, and as to Mr. 
Kramer, v/e have a person in the relationship of partnership 
and in-lawship. 

On that question I have indicated that I do not 
rely on florzfeld's testimony to impute the fact to Mr. 

Charles Allen that he told Baird such and such, but I do 
as to Mr. Kramer who was acting in concert with him in Allen 
& Company, Inc. 

TIIE COURT: Let me stay with you a minute. 

You say that you are not relying on the fact 
that Laventhol had no information from Baird? 

MR. CRACO: No. 

THE COURT: So as to that, that line, you are cut 
off? Right? 

MR. CRACO: Right. 

THE COURT: But you say that Kramer, his knowledge 
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can. 


MR. CRACO* Let me take this in two bits if I 


THE COURT* All right. 

MR. CRACO* Fir3t of all, as to Allen fk Co., 


not Allen & Co., Inc. —— 

THE COURT* He didn’t make it as to Allen. 

MR. POLLACK* My first motion is as to Charles 
Allen. My second is as to Allen & Co. 

MR. CRACO* Lot rae see if I can deal with the 
one I can agree with. 

THE COURT* Let’s tcike the Charles Allen. 

MR. CRACO* That is not the one I can agree with 
fast. I think I have no objection to the motion as it is 
addressed to Allen & Co. based upon my understanding of 
what Allen s Co. i 3 . 

I understand it to be a private investing — 


6 Co. 


THE COURT* All right, motion granted as to Allen 


MR. CRACO* As to Charles Allen, I think it is 


premature for the motion C — 


Why? 


TJE COURT* That is what I want to find out. 


MR. CRACO* Because your Honor, this is a motion 
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to dismiss a third-party complaint against Charles Allen 
before I put in my case. 

THE COURT! Yes? 

MR. CRACOt And I am going to put in testimony’ 
that v/ill involve Allen & Company, Inc. and I believe by 
imputation Charles Allen. 

THE COURT! What is your answer to that? 

MR. POLLACK * Your Honor, Mr. Craco has stipulated 
in the pretrial order, "Charles Allen never made any 

representations of any kind to Laventhol in connection with 
Fires tone." 

Mr. Herzfeld — j 

MR. CRACOi And I stand by that. 

THE COURT! You stand by that? 

MR. POLLACK! Let me finish, please. 

Herzfeld testified Charles Allen never made any 
representation of any kind to Her 2 feld in connection with 
Firestone. 

the COURT! i know that. 

MR. POLLACK : Therefore Charles Allen personally was 
never involved in any respect in this transaction. 

TlTE courts But he could be indirectly, could he not 
Isn't that the point? 

MR. POLL? CK! No because the Allen & Co., Inc. 
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2 

3 

4 

5 

6 

7 

8 

9 

10 
11 
12 
13 


is the one that; was involved in the private placement* 

Charles Allen personally wa3 not involved in any way, shape 
or form in this transaction. 

MR. CRACO: No, your Honor. 

MR* POLLACK: X believe that this was strictly an 
in terrorem thing. They sued everybody. I think we ought to 

. t 

limit it to the direct defendants. 

MR. CRACO: I have done a lot of limiting today 
Judge and I have no compunction about limiting it more if it 
were proper to do so, but I think if Charles Allen was out 
touting the stock through Baird or through Kramer, I am — 
THE COURT: You mean if he is tipping? 


W l 
15- 

!6 I 

17 

13 

19 

20 
21 
22 
23 
?A 


MR. CRACO: If he is tipping and other people 
are relying on tipping I am entitled to keep him in. 

THE COURT: How are you entitled to keep him in, 
under an indemnity theory? 

MR. CRACO: Yes, and under a contribution. 

THE COURT: I think it is premature. X will 
deny it as to Charles Allen ah this time. 

What is your problem? 

MR. BP.INN: 7 want to make the same motion as to 
David Baird. There is no relationship of any nature between 
the Laventhol firm and Mr. Baird in any complaint they 
could have against Mr. Baird. He was not a defendant in the 
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original action. He was brought in just now as they brought 
in everybody. 

Baird had no relationship to Lavenhhol unless 
you can say in any way he had at this point — 

THE COURT* How do you hold Baird? 

MR. CRACO* Z no longer hold Baird. I consent to 
discontinue. 


THE COURT* All right, dismissed as against Baird. 
Hcv; do you hold our friend who came all the way from 
California? 

MR. CRACO* Your Honor, I hold him on a specific 
event which I, if I am put to ray proof on the third party 
corplai.nt, I will certainly show. 

THE COURT* All right, premature as to him. 

MR. POLLACK* Your Honor, for the clarity of the 
record I would like it now to reflect that the only third- 

party defendants loft in the case definitively' brought by 
Laventhol against them are Allen & Co., Inc., Charles Allen, 
Irwin H. Kramor, Martin A. Scott; and that the following 
third-party defendants are no longer in the defensive third- 
party action. 

The Fira3tone Group Ltd., Allen & Company, Lee 
17. Meyer, Richard M. Firestone, and David Baird. 

THE COURT* The action is dismissed as to those 
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latter third-party defendants, 

MR, POLLACK* Thank you, your Honor, 

MR, CRACO* As to certain of them, your Honor, 
it is dismissed because of lack of present personal juris¬ 
diction of the Court, 

THE COURT* Yes, either as to lack of jurisdiction 
or as to no basis, insufficiency in the evidence, 

MR. CRACO* I think it is different things as 
to different people. Firestone, I think. 

the COURT* i think the record is clear who got 
out for lack of in personam. 

MR. CRACO* I don't want it to be muddied by the 

last one, 

THE COURT* if it isn't clear let '3 make sure it is 
by morning. 

MR. POLLACK* I think the record is perfectly 
clear, your Honor. 

MR. CRACO* I agree, 

THE COURT* All right. Please try to be prompt 
tomorrow so that wo won't havo to bo here in the wee hours 
of the night. 

MR. BRINK* I assuma I do not have to appear tomorrow 
THE COURT* You do not, sir. I am sorry you ware 
inconvenienced. 
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MR. BRINN* No, I enjoyed it immensely. 

THE COURT* I am sorry you didn't get a fee. 


DAVID 


BAIRD, 


a witness called 


by third-party defendant Charles Allen, being first 
duly sworn, testified as follows* 

DIRECT EXAMINATION 
BY MR. POLLACK* 

Q Mr. Baird, did Charles Allen ever say to you in 
words or substance that the Firestone securities were, 

"The hotest thing Allen ever had"? 

A I don't know what you mean by words or substance, 
but Mr. Allen for the length of tims I knew him of 35 years 

never to my laiov/lodge or recollection ever used the words, 
"hot deal." 

O Did he do so in this case? 

A No 7 not that I have any recollection of. 

MR. POLLACK* Your Honor, on the basis of those 
two answers I renew my motion to have the third-party 
claim dismissed as to Charles Allen. 

MR. CRACO* Your Honor, I am put at a disadvantage 
because Mr. Pollack indicated I thought that he was going 
to ask a non-controversial question. 

I want to reserve my right off cross ejtamination 
on this question or pursue it now. 
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THE COURTt Pursue it now. 

CROSS EXAMINATION 
BY MR. CRACOi 

O Mr. Baird, did you and I have a conversation »h<i y 
morning? 

A Wo did. 

O At my offices? 

t 

A Yes, sir. 

O In the course of that conversation did we review 
the circumstances under which this transaction came to your 
attention? 

A Yes, sir. 

Q Would you relate to the Court please the circum¬ 
stances under which you first heard about the Firestone 
transaction? 

A In tho office of Allen 6 Co., as I have done 
business with them for about 30 years — 

THE COURT* i can't hoar you, Mr. Baird. 

A I beg your pardon. 

In the office of Allen & Company, and I have had 
many meetings with them over 30 years, somebody brought up 
or mentioned the fact that they ware making a private 
placement of securities of a company called Firestone, and 
some name, that they w*ro talcing an interest in it themselves, 
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and they had left a small amount In casa 1 would be lnt.ru. 
* - _ 


in making a purchase. 


1 told Mr. Craco that I did not have the fund, 
available for that, t told him also that I had a meeting 


with 


O Before «a get to that : phase of it. x want to 


confine myself to it. 

'®. P0 ™ CK ' Let be clear it wae Allen 

f. Company, x no ., and not Allen 6 Company that was making 
tho private placement. 

MR.CRACO! Can we forfeit your reference, since 

Allen a Co. is out of the case enoept that as shorthand 
for Allen & Co., Inc. 

the COURT* Yes. 

° ° id y °“ ln fact Ke ‘ with Charles Allen and 
Herb Allen with respect to the Firestone transaction? 

A X would not remember those with whom X net or 
talked. This is four or five years ago, X have done much 
business with Allen over these years. I might have met with 
them or it might have been seme of their Juniors or affiliate. 
Who may have mentioned to ma the subject of the . .. 
Firestone situation. 
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o DO you recall having had this masting in 
Charles Ilia-, office With others coding and going 
la the course of your conversations? 

A It could be or, more likely, i» their trading 
room where they wont quite a lot and where I spent time 
oa many occasions. 

Q NOW, la the course of the conversation that 
ycu had with this Allen partner, would you tell us in 
words or aubotones what ho said to you? 

MR. POLLACK: 1 object to the form. He did not 
say on Allon partnere 

THE COURT: That'a right, ho did not. 

MR. CRACO: I am corry, I thought ho had. 

0 Did you moot Charles Allen or some other partner 
of Charles Alloa? 

A My best recollection would bo that it was 
neither, that it was one of the traders or one of hie 
staff membora. 

Q Do you remombor who it was? 

A No. An I told you this morning, it could have bee,, 

one of four or five, und I cannot at thla time place him. 

I am not making excuses, but I am nearly 79 end my recol¬ 
lection isn't quite as good as it was years ago. 

so I could not pinpoint now or give you the 
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identity of the individual who might first have men¬ 
tioned the subject to me. 

THE COURT: You are sure it is not a partner? 

THE witness: I would be practically certain 
it was not a partner. 

MR. CRACO: This goes beyond cross-examination 
but as long as Mr. Baird might be excused, let me ask this 
question. 

Q what did this gentleman tell you in the course 
of your conversation about Firestone? 

MR. pollack: objection; hearsay, your Honor. 

MR. CRACO: I am asking for the res gestae. 
Judge. i am asking what an employes of Allen & Company, 
Inc. told Mr. Baird about the prospective transaction. 

THE COURT: I will take it so we won't have to 
call him back. 

A My best recollection is that I was told that 
there was an attractive issue for private placement which 
th?y had in the office which had been all spoken for 
except a very small amount, a relatively small percentage 
of th* total, and they thought 1 might have an interest 
in it. 

Q Did this g^ntloman — he was an employee at 
least of Alien & Company, T nc., was he not? 
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A Yea, ha would be a staff employee or staff 
member of soma character there. 

Q Pposibly a vice-president? 

* ..J don't know whether they won, incorporate at 

that time?* Whether it was a partnership. 

0 Did this gentleman phoaa you that the transaction 
looked good to Allen & Company? 

A Ko was ccutiouo, but ho did state, according to 
my recollection, that thoco in tho office there had in 
substantial moacuro su. bribed to tho participation. 

MR. POLLACK: May I have the last answer read? 

THE COURT: Ho told him the Office had in 
substantial measure subscribed to the participation. 

MR. POLLACK: i hea that part. 

THE COURT: Read it back. 

(Answer read.) 

Q Did ho rofor to tho fact that friends of the 
Aliens wore participating? 

A H© did. 

Q Did ha toll you that they wero? 

A Ho stated alGo that friends of theirs were 

participants in the subscription to this private place¬ 
ment. 

Q Did ha — 
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WflTGO STATES COURT S-X3U34= 

FOi.EY N«Y 0 , tUY«. il0.v>/ I &,£* iiOMih OOftTLANDY 7-45fiQ 






gwp4 


424a 

Baird-cross 


195 


MR. POLLACK: My objection is that this Is a 
conversation — 

THK COURT: I understand, Mr. Pollack, and 1 
iun taking it subject to the objection eo we don’t have 
to call thin witaeor again, end r have it. 

MR. CRACO: i am doing it for that purpoee and 
aleo defensively on fchoir count. 

THE COURT: i understand. 

Q Did ho say to you, in words or substance, that 
the earnings of Firostona looked good to them? 

A I do not recall any statement about tha earnings 
Ho did state about the distribution being a senior 
security and a common stock and I think some conversion 
facility or soma option on common stock. 

the COURT: This is obviously continuing longer 
than I anticipated. 

MR. CRACO: I can finish in a minute. 

TIIE COURT: For a lawyer a minute is two hours. 

MR. CRACO: i can stop now, but. i will have to 

bring Mr. Baird back. 

TIIE COURT: i am trying to accommodate him. 

HO l« i 79-yoar-old moo. i would rathor not drag him 
back. 

0 Did ho Bay anything to you about a’ otock aplit? 

District court reporters 
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A NO, I don't recall tho details,! know that there 

wan common otock and warrant, in th. senior security. 

THE COURT: Jnat answer the question, Mr. 

Baird. 

Q 1 have to ask you again, did he or did he not 

say anythin, to you about the profitability of Firestone 
at that time? 

^ in fl <j£E2jral way. 

0 121 a genoralway, what did ho say? 

A in a general way, they felt that the prospect, 

wore favorable. It was sc™ new type of financing of real 
estate with which I did not attempt to familiarise my.elf. 

Q Now,having had this conversation with Allen, 

did you then report the substance of it to Mr. Herzf.ldF 

A Yco. i went to sea Mr. Herafold. 

Q Yea, you did? 

A In general, yos, but not in particular. I 
seeing Mr. Horzfold on other matters at that time. 

Q when did you have the conversation at Allen a 
company, Inc. to see which you have just referred? 

A I would think within two or three days. 

Q My question is, whon did you have tho conver¬ 

sation with the Allen a company representative? 

A It is hard for me to place it, but I think, 
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this bain, 1973, October, about four to four and a half 
y*ars ago. 

Q would it be correct to say that you had it 
at seme period of time prior to your participating in the 

issuance of the unit that you bought as an agent for the 
Horzfolds? 

A Yes, it would bo prior. 

Q Soma time in early November, perhaps? 

A I would think so. 

MR. CRACO: Thank you. 

MR. POLLACK: I renew my motion to dismiss the 
third-party claim. 

THE COURT: Do you have any cross-examination? 
MR. POLLACK: No. 

the COURT: i will reserve on the motion. 

I will deny it at thin point. I thinkit 1. 

promaturo. 

the witness: Am i through,, your Honor? 

THE COURT: You curs excused. 

(witness excused.) 

(Adjourned to October 19, 1973 , at 10.00 a.m.) 
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71 Civ. 2209 


4 The Firestone Group, Ltd., et al.. 


(Trial resumed.) 


New York, New York 
October 19, 1973-10*15 a.m. 


MR. CRACO* May I proceed with Mr. Fell? 


LEONARD 


-* ~ ~ - m . FELL, having been 

previously duly sworn, testified further as follows* 

CROSS EXAMINATION* 

BY MR* CRACO (Continued)* 

Q X think '.-hen we adjourned with you last evening you ; 1 
»er a in the process of describing to us soma of the ways ! 
in ’. rich you felt tha audit by Iaventhol and the financial l 
statement which it prepared and rendered were negligently 
done, is that a fair statement? 

A Yes. 

O toe of the acts of negligence, as X understand it, 
that you wore troubled about in your testimony was that 
you could not find in the work papers of Laventhol any 
reference to an opinion of counsel In connection with the i 
legal effect of the two contracts rospactively of purchase 
and salo of the Konterey Homes, is that right? 
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United States of Armorica 
vs 

The Firestone Group, Ltd., ot al.. 


71 Civ. 2209 


(Trial resumed.) 


New York, New York 
October 19, 1973-10a5 a.m. 


*2*. C2AC0: 

LEONARD H. 


May I proceed with Mr. Foil? 

PELL, having been 


previously duly sworn, testified further as follows. 
CROSS EXAMINATION 

3Y MR. CRRCO (Continued). 


Q 


I 


think wnon we adjourned with 


you last evening you 


'' ,e - e ln tha P rooas3 02 Scribing to us soma of tho wa y 3 
in which you Celt tho audit by Lnvcnthol and tho financial 
statement which it prepared and rendered were negligently 
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done, is that a fair statement? 

A Yos. 

O One of the acts of negligence, as I tinder stand it, 
that you were troubled about, in your testimony was that 
you could not find in the work papers of Laventhol any 
reference to an opinion of counsel in connection with the 
legal effect of the two contracts respectively of purchase 
and sale of tho Monterey Hones, is that right? 


southern Djsraicr 

IfMlYLD Si'ATiES 

Fl*. ov &3J r- v..-, M.Y., M.Y. VJS'7 


G0U3T :tz:>0RTERS 
O'sij.rr House 

TELKPHt*\2: GttmA'W AKBD 










i 


jj qwrf 2 


Fell - cross 


Yeg. 


3 Q And I think I asked you whether or not your opinion 

4 would be different if in fact such an opinion had been 

3 | orally solicited and orally obtained, and I believe your 

6 j response want not to that question but to the requirement 

7 Jj that there be adequate evidence in the audit work papers of 
3 | such an inquiry; do you recall that exchange? 

9 j A Yes, l do. 

! ° !i ° 1 ** to srarr-arice it so we can get on with 


'2 Now I would like to get back to the negligent 

13 behavior that you say arose from the failure to make an 

14 | inquiry and obtain an opinion. 

IJ i Do you 131 fact know whether Laventhol or any of 

16 ji itS RUdlt ° r3 solicitGd ^ opinion of California counsel 


17 | concerning the legal effect of the two contracts in question? 
:3 jj A 1 could f5nd n o such evidence in the papers. 

19 O Do you know whether or not Laventhol did so? 

20 A No, I do not. 

2. Q All you can say is that i* thoy aid you did not tine 

22 ih in the papers? 

23 A Yes, that is correct. 

i 

24 | ° Now ' thQ failure to find it in the papers you 

23 jj criticised on the basis of the necessity of having 
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a complete oat of work pnpors, am I correct about that? 


Yes. 


0 But if such on opinion had been solicited and if boo 
an opinion in fact had been received, notwithstanding the 
fact that no memorandum of the event found its way into the 

j V ’° rk PaPSr3 ’ TOnla tha “»** of an opinion that the contract 
5 ; wore legal, valid and onforcible in accordance with r 

’ ; torus from California counsel to the auditors change your 

! ° pinion as to ^o treatment that should be accorded to 
1 1 them by the auditors? 

A Only in part, sir. 

0 in what part would it change your opinion? 

" 1 bolioTO that be permissible, therefore, 

to reflect the purchase and sale in tha income statement 

to reflect the respective receivable and payable on the 
balance sheet but it would still preclude tha auditor fro* 

rendering any typo of opinion on the financial statement aa 
to it3 fair presentation. 

20 O so it is your testimony that, if 1 can get this 

21 correctly, if the auditors had in fact consulted counsel and 
» been assured by counsel that the corrects were effective 

23 in accordance with their terms, th'a't it was then proper to 
23 construct the income statement in tha manner in which the 

(V* 

income statement was constructed in Exhibit 7? 
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A I said the purchase and sale portion. I haven’t 
discovered the deferred income aspect of it. 

0 Let* n take it a step at a time, it would have 
been proper to show a3 gro33 revenue, as sales, the IS 
million dollars acquired or to be acquired pursuant to that 

contract from the sale of the property to the p.-derian 

interests. 


rm. SOHACK. I Object to the form of the question. 

The sale was to Continental Recreation Company, 
cot the Rudericn interests. 

HR. CRPCO. I lapse into shorthand, it was used 
in the entire pretrial In this case, i wlU , MKnd tha 
question. 

May 1 have it read back to the vital word? 

(The question was read.) 

To the Continental Recreation, is that correct? 

Yes. 

And it would not have been negligent, in your 

opinion, under those circumstances to have so included it 
in the income statement? 

A That is correct, x am trying to answer yes or 
no. Sometimes it is a little hard. I would say if x Baw an 
opinion of counsel, company’s counsel, indicating that a 
sale and purchase was, in effect, proper, X would think it 

i'OUTJ J'cRM DISTRICT C0U3T REPORTERS 
United States Court K xjsg 
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However, if 1 as an individual still questioned 
in my own mind it a existence I may want to go to an attorney 

of my choosing, not an advocate of the company, and confirm 
that view, 

Q I trnderstand, 

Ehat you are saying is that an opinion of an inde¬ 
pendent, uninterested attorney might be better than a 
company attorney, is that right? 

A Where the materiality was so major as it was in 
this case, it is conceivable I would have felt that way, yes. 

0 And if you felt that way and you did it, you would 
ragard it a3 better practice, wouldn't you? 

A Yes, 

Q And taking the nosrt step, and with all the same 
qualifications about independent counsel or co:npany counsel, 
would your answer be the sums with respect to reflecting 
the 13 million dollars, rcoro or less, of money going out 
of Firestone to the parsons from whom it had purchased 
the Monterey Nursing Homas? 

A My answer would bo the same a 3 it v/as boforo. 

0 And it would not bo negligent to reflect that in the 
lnaoroo statement as sales in connection with the sale 
to the tune of 15 million dollars to Continental Recreation? 

SOUTHERN DISTRICT COURT REPORTERS 
suited States Court House 

POLT-Y N.Y., MY. KJK7 TELEPHC UEs GDCITLUCO *689 
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'Zhrit is correat. 


Q That would not bo negligent either? 

4 A That is correct, 

O By tha way, apart from the reference that yon made 
yesterday to the necessity of audit papers bain, complete, 
for whatever purposes such completes is required, con 

3 | VOU aa<3i ' eS3 U, ° Court ' 3 ««»n*i«» to any other opinion 

9 or statement which reflects the necessity that such an 

10 opinion of counsel be obtained in writing? 

A Wall, yes, I think I can. 

l? 

0 Do it. 

. A 1 WOUld read to you two paragraphs of this SAP, 

l I °* AUdlt that we discussed yesterday 

and I would read two paragraphs to you. ' 

1 rGf °* Y ° U to 36 * Paragraph 9, which I will 

not quota 0 under the caption of"Sufficiency of Evidential 

18 Matter." 

19 -r- 

It say3» 

20 

"The aAunt and kind of evidential matter required 
to Support an informed opinion ura matters for the auditor 

“ t0 d0tCrmlne to th ° <“se of hie professional Judgment 
* after a careful study of the circumstances of the particular 
^ j case, m making such decisions, he should consider the 
25 | nature of the item under culmination, the materiality of 

Sw-U i HfcRN DISTRICT 0CI.MT REPORTERS 
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possible errors and irregularities, the degree of risk 
Involved, which is dependent on the adequacies of the 
internal control and the susceptibility of the given item 
to conversion, manipulation or misstatement, and the kinds 
and competence of evidential matter." 

Then paragraph 11 of the sains subsection states * 

"To tho extent the auditor remains * — 

O Excuse me. Was "matter" the last word? 

"Available." 

I thought I read it that way. 

1 didn’t hear it. I am sorry. 

Paragraph 11 says — 

Do you want to read paragraph 10 or are you not 
relying on that? 

A I didn’t think it was applicable to your question. 

Q Read 11. 

A Paragraph 71 says* 

"To the extent tho auditor remains in substantial 
doubt 3.3 to any assertion of material significance, he must 
refrain from formulating an opinion until he has obtained 
sufficient competent evidential matter to remove such sub¬ 
stantial doubt or he must express a qualified opinion or 
• fisclaimer of opinion." 

Then I would quote you just one more paragraph, 

SOUTHERN DISTRICT COURT REPORTERS 
it jivifo States Cccrt ;-i;xjo£ 
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if I amy. If i can direct you back to page 22 in the same 
book, paragraph 14. under toe general category of the atan- 
dards of field work. The paragraph reada aa follows, . 

•The natter of due care concerns vhat the Indbpend, 
auditor does and how well he does it. 

or osarcple, due care In toe me* ter of working 
Papers rcqulros that their content be sufficient to support 
the auditor^ opinion and his representation as to the 
compliance with auditing standards.* 

and based upon too three paragraphs I just read 

13 ' hy 1 3aid th3t OVBa if ^ boon oral I thi^ that 
it would have been deficient because it would not have met 
the standards of too three paragraphs I j„ s t read to you. 


SOJTHERN DISTRICT COURT REPORTER; 
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0 Well, under the last paragraph, keep them in front 
of you, your view is that the absence of a writing reflecting 
this would constitute, as far as the work papers were con¬ 
cerned, or to be more precise in the matter of working 
papers, it would constitute, in your opinion, an absence 
of due care? 

A Wall, writing need not be necessary. It could 
bo a tapa. It vrould be a recording. Something that's 
matter. I mean a3 oppoced to the fact that somebody says 
I heard it. Any type of evidence. 

0 Eut its absence with respect to working papers 
would constitute as respects those working papers, in your 


opinion? 


A deficiency. 

An absence of duo caro to use those? 

An absence of duo care, right. 

All right. 

Negligence, in short? 

I don't want to use the phrase negligence. 

NR. POLLACK * Objection to the legal characteriza¬ 


tion. 


Kit. CRACO* All right, I withdraw it. 

Q Turning to tho paragraphs that you did refor mo 

i 

to before, 9 and 11 — what page were they on again? I'm 
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sorry I loot It* 


A 36 and 37* 

Q You did not regard it — we aro talking now 
about the r.^coosity of having a vnritten opinion or some 
taps of a v/ritten opinion. Paragraph S says nothing about 
a writing or such other evidential material, does it? 


Q Paragraph 11 cays nothing about a writing or other 
such evidential material, does it? 

A All through it refers to natter. 

Q But neither refers to matter in writing or by tape 

or otherwise, right? 

A Correct. 

Q !?ow, would you read for the Court the paragraph 
that you emitted, paragraph 10? 

A "Iho independent auditor's objective is to obtain 
sufficient competent evidential matter to provide him %rith 
a roaccnablo basis for forming an opinion under tho circum¬ 
stances. In tho groat majority of caa©3, tho auditor finds, 
it noceaeary to roly on evidence that is porcuaoivo rather 
than convinolng. Both tho individual assertions in financial 
statements and tha overall proposition tliat tho financial 
otatou&ents as a whole present fairly tha financial position 
o.ud results of operations of the reporting ooapeny, ara of 


aaurtmi Dcmtcr ay>mr r^pcrtem 
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such a nature that even an experienced auditor is seldom 
convinced beyond all doubt with roepect to all aepect. 
of the statements being examined. ’ . 

0 la not the fair intendment of that paragraph to 

eay that an auditor in pursuit of evidence to support an 

opinion which he has been as’red to render, has to take 

reasonable steps to satisfy himself under the circumstance. 

that tho transaction about which ho is concerned os a bona 
fldo ono? 

^ No, l don ’'c read that. 

Q You don't road that? 

A 1 read it to say that after you have examined 

the matter, you may not be convinced beyond a rcsoonabla 

doubt but you have at , 

* xxuvo e?: xeacw uafcon tli3 ctapu to orcicdno 

ooro patter. 

0 Cut tho first sentence doaa say,doss it not, that 
tbs objective of tho independent auditor is to obtain suifiei, 
competent evidential matter to provide him with reasonable 
basis for forurlcg an opinion under the circumstances* 

A That ±o correct* 

0 It dcosa't uoy la writing does It? 

A Mo, it doaa not aay la writing. 

0 I cjn not nuro that you testified to it but rir. 
Haimoff in his opening certainly adverts* to it, end while 

SO^YKGsU DIST^Cf COU&T Rr*POi<TB«» 
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I hesitate to supply deficiencies of proof, let n»a approach 
fchia question. la it your testimony that the absonco of 
any written confirmation from a principal of Continental 
Recreation aa to the purchase by it or tha cazocution of a 
contract to purchase by it of tha Monterey Homes was a 
deficiency in tha audit work papers? 

A Except for tho word written. You goo you keep usin< 
tho word written and 1 defined written as southing script 
or printed, I cay the ab3cnc© of nay typo of evidential mttei 
in tho papers loading to what you just said. 

‘KIB COURTt you it©an tangible oubotantiating. 

TUB V7XTU13S3» Son o thing i could boo in tho papers 
or hoax if I put a tapo on a recording but it didn't havo 
to bo in waiting and I want to eiiiphaoiso that pliraso, sir. 

I don't think writing io wmdatory. 

O Then it is your opinion that no written confimatioi 
of tha calo to Continental Recreation uao required to bo 
obtained from Rudorian or any other principal? 

A Mo, I wouldn't nay that. I would read to you what 
tha book nuya on it. 


You juat toll tio what you say it is. 

2 oay that in order for an auditor to givo any typs 


of opinion, in order to over certify any atateront, It 

/ 

io mandatory that he attest to got Independent verification 

/' 

sn’.fiiH-u-l ittvmctrr coiozv t Ki-tw;*is 
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direct communication from the debtor. 

Ucm, it does aay in the book that the bast way 
of getting direct coicnunication is to get it in writing, but 
it does not say that that's the only way to get direct 
confirmation. 

Bowovar, ^ oro woo nothing in the papers at al l 
that thcro was any typo of communication, either in writing, 
verbally, by fcepo, phono conversations, nothing in tho 
papers to indicate any typo of direct cosmunieation. 

Q And tha not of that is that you don't know whether 
there was in fact ouch communication as you ccme here and 
testify in court? 

A Eased upon tho papors I examined, I could not form 
on opinion that there was. 

Q And you can't form an opinion that there wasn't, 
either, can you? 

A Wall, assuming the work papors aro complete, if x • 

Q Can you anuwor my question? 

A Based upon the work papers I could not cny that 
thay had confirmed it and I could not cay they had not 
confirmed it. 

Q You or© familiar with paragraph 18 of Chapter 6 
of fli\p 33? 

A Could you give ma the page, sir? 

lifrlfiftCT COW; 

if::r»iiD states cv&rr kouss 
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numerous transactions. 

Q So that that, what we just road, generally relates 
to tha standard that is applicable to verifying accounts 
receivable in a coranorcial retail or wholesale operation? 

A No, I don't road that, air. 1 say that it refers 
to recoivabloa in genGraly, and that they later define 
that whore you have a caries of many recoivabloa, such as as 
a result of normal salon, you can scatter your confirmation 
requests, vhoroas vhcra you havo a principal or substantial 
amount tied up in cno, you must tafco opocial caro to got 
tnat particular© one bocauso you don't havo a a iiany to draw 
upon in a stratified sampling,if you will. 


And you havo to do it by direct contact with the 


obligor? 


A Independent verification from the debtor, 

Q Freaj th3 debtor? 

A As opposed to from the monagemant. 

0 Right, 

the method of doing so and tho time of doing 
co is for the auditor under that standard> is that not corroc 
A Yes. 

Q If in fact tha auditors for Lavontliol had made 
a specifio diroot co^aunieation to Hr. Rudoriun in the course 
of which they inquired about hlu execution off tho contract 


auras:;* EiMniCT CCUKT e^pckteks 
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on behalf of Continental Vending, hio view of the legal 
binding effect of that contract — 1 don't moan Continental 
Vending — continental Recreation - hio view ofthe feei ng 
of foot of that contract on Continental Recreation, and his 
Intention to puroua that contract to completion in accordance 
vith the boros, would that communication with Rudcrian have 
been a confirmation of the kind referred to in that otandard 
that \jq havo juofc road tegathar? 

A Your last — • 

Q Forgot for tho comont whether or not It found its 
way in written form into tho work papers. 

A E::ccpt for tho last centonco tho last part of your 
acceptance and ha oaid ho was going through with tho doal 
X think was tho phrase you used. 

0 Yoo. 

A That part hao nothing to do with tho legal obli¬ 
gation. in other words, if ho vao going through with tho 

tfoal ho csiyho caid ho was going through with tho oiracutory 
contract. 

If you otop end drop out the last pert that ho uatd 
fee owed tto coney at that tote, end they bed gotten that 
correcpaadcnce Cron feia In eor_o way. ohepo, * ora> 

X would have cold that would ba propar, 

Q All right, lot*s take that, if h® had sold, -My 

£cuiw&3i oermcT court r^forters 
:.'V i-o stay m cl ) m hoi kt- 
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company did indeed sign the contract, and it is a valid • 
and binding obligation on my company," would that have 
been confirmation of tho contract? 

A of tho contract? 

0 Yea. 

A Of tho contract, yes, it would have boon confirming 
tho contract but cot tho passing of title or tha obligation 1 
to pay the debt. 

0 Mid if ho then cald that ho intended to perform 
tho obligations under tho contract in accordance with thoir 
terms, would that have bean so oq evidence to tho auditors 
that tho contract Iran cno which was not only legally 
binding but which was reasonably lifcaly to bo concluded 
in accordance with its torno? 

ra. POLLACK* Objection to tho form of the 

quo3tion. 

TH3 COURT» Again, what was bad about it? 

MR. POLLACK* I think for one thing it is 
compound, your Honor, in that it contains in it an illicit 
go sumption that force a this man to answer. 

TE3 COURT. I will sustain it. 

Q If Mr. Rudorian had said to the auditors in words 

f ' 

or oubafcanco that this wen $ daal that ho had wiD.de 

/ 

that he intended to go though with tho deal in accordsncs 


sou a sf-xi'4 \m kjct o.vxt oi-pc ,:mti 
waveo Si’A't (rs cl u;rr Kcvi-t 

I'Ct’iY W.Y., M.Y. iCiaii'7 CUJkVlANdY 7<>GQ 











mbrf 10 


458 a 

Foil - croes 


216 


with its terras, in your ©pinion would that have* been sons 
ovidenco to the auditors upon which they could base an 
opinion that Mr* P.udorian and the purchaser under the 
contract wore reasonably likely to consulate the contract 
in accordance with its terms? 

I all. PChLACKt Objection to the form of 

question. 

Jumbling Rudorian and Continental. 

COURT* I trill let it 3 tand as it ia. 

You can clarify it. 

A It would give eomo weight that there is still 
an osocutory contract. I an not sayixg that it means 
that there is otill a valid rcceivablo. yas, there 
would b* coas — there would be soma informatloa that there 
Ao a deal otill brewing, or a deal still concvnmated — 
contemplated but not yot coaausEDated. You haven't naked ms 
a question — X want to make sure you aro not asking ma would 
that be ovidenco that the deal had been conmnrriiited. 

Tim COURT« You are saying all of which ohovrs 
that thoro la na oscocutory deal. 

^ WITNESS* Yoa, oir, that is all 1 ma trying 

to eay. 

Q Rut you aro oaying more than that. You aro saying, 
are you not, that that would ba sor.n ovMeioa that the 
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obligor under that ©xocutory contract at the time of the 
inquiry had tha intent to go forward V7ith the contract 
in accordance with its terms? 

A It would reinforce to mo that hia signature 
that I saw on the orecutory contract was now being told 

that ho otill has tho sane opinion ho had whoa he signed tha 
contract to purchase, 

Q Do you have Exhibit 7 before you? if not, perhaps 
Mr. Eaiscoff would be kind enough to chow it to you. 

(Mr. Eaimoff hands exhibit to the witness.) 

Q I'd Ilka to direct your attention to footnote 

4. 

You testified yesterday -- and I am £tank to say 
I haven't received tho transcript yet co I can't cite you 
the chapter and vorco — but my notes reflect that you 
testified yesterday that one of your criticisms of note 
4 was that reflected that tha property had been acquired 

*°* had been cold, and that is all you said, isn't that 
right? 

A 2 recall saying that. I don't know if teat's all 
I said but I do recall saying teat — I sa id teat,yos. 

Q £hat was your characterisation of tho defect 
in note 4, was it not? 

A 2 didn 9 t say teat was the only defect. 
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I said that was a defect. 1 don’t know if 1 
said that was tho only defect bo causa th®r<a wcra others. 

Q That was the only one you ware asked about by Mr. 
Haimoff yesterday but for this purpose that was a defect, 
ia that correct? 

A Yes. 

Q In point of fact, is that what footnote 4 said? 

A Yea, I believe it does. 

Q trould you read tho entire language of the first 
paragraph of footnote 4? 

A Sorely. 

"Koto 4* Tho Firestone Group, Ltd. acquired —■ 

Q Go ahead. 

A hy contract of sale a group of ccnvaloccent 

hospitals containing approximately 1900 buds. The properties 
wore leased back to tho former owners. Xn November 1969 
the coiupany cold tho properties by moans of a contract 
of sale. Period." 

0 Aro you saying that footnote 4 docis not adequately 
diccloeo that v/hat was involved ho.ro was a transfer of coatrac 
rights to property? 

MR. POLLACK* Objection, your Honor. 

THE COURT* Sustained. 

MR. POLLACK* That ia a rattor for tho Court to 

lull DISTRICT couar fiePCRTGfiS 
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KCii-KY iCUAtdi. M.Y., M.7. IMtf G!J.*T!.At»r 7-4500 











rabrf 12a 


461a 

Poll - cross 


210a 


decide. 

A Yea, 1 — 

TEE COURT* Sustained. 
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Q By the way, did you go to counsel for the 
interested parties to- determine what the legal affect of 
those contracts was? 

A No, because — 

Q Novor mind. 

A — I wasn't proparing a statement. I am 

merely viewing the work papers. 

Q You aso only criticizing? 

A No, I was asked to review the work papers to 

oea if the work papers were in accordance with generally 

* 

accepted auditing standards. 

Q Lst mo undoratond this: was the scope of your 

retainer in this caao solely to — 

* 

A I hava no retainer. 

Q Was tho ocepa of your engagement in tUs oololy 
to review tho work papers and decide whether they were an 
udequato set of work papers? 

A No, sir, it was to review the work papers to see 
if tha work papers wore in accordance with tho generally 
accepted auditing standards and that, baaed upon tha work 
papers, were tho accounting principles applied to the 
financial statement in accordance with gonorally accepted 
accounting principles and auditing standards based upon 
the work papor3 and other items made available by you of 
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tha work papers of tho accounting firm. 

Q And among the work papers wer* the two con¬ 
tracts? 

A Among the work papers — 

THE COURT: Isn't this gstting repetitive, 

Mr. Craco? It aeons to ran you h?.d gone Into this yester¬ 
day. It was quito clear yesterday that among tha papers 
were the two contracts, the executory contracts. 

MR. CRACO: Let ns just ask two more questions, 
and then I will continue this line. 

Q In forming your opinion about the suitability 
of the accounting treatment, you took those contracts into 
account, did you not? 

A I took them into account along with — for 
inotanco, there was another piece — another major document 
in the papers dealing with the same contract that I took 
in consideration. There was a memorandum, I believe •*- 

Q Excuse mo, you took those contracts into 
account; is that not right? 

A Along with other documentation, yes. 

Q Right. Now my question ia, in connection with 

I 

your opinion about the accounting treatment to bo accorded 
thoaa two work papers, did you consult with independent 
counsel? 
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MR. POLLACK: objaction, your Honor, ir¬ 
relevant. 

the COURT: Overruled. Yea or no. 

A Wall, I apoke to counsol as to hie inter¬ 
pretation of it. I couldn't pass judgment. 

Q Indicating Mr. Haimoff, the counsel for the 
plaintiff in this case? 

A I aokod Mr. Haimoff that — I said it looked to 
m3 that it waa an executory contract, but what doco he 
think. 

MR. CRACO: May I have an answer to th <3 question, 

your Honor, as to — 

A Yos, I asked Mr. Haimoff. I said it raised a 
quotation to mo, and I aokod Mr. Haimoff that this was my 
own opinion — 

Q Other than plaintiff's counsel, did you ask 
any othor lawyer for an opinion as to tha effect of these 
contracts? 

A No, I did not. 

0 Did you ask any California lawyer? 

A No, I did not. 

the COURT* contracts were for land, war# 

they? 


MR. CRACO: Y«B. 
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THE COURT: Ware they specifically anforcod? 

• » • 

MR. CRACOj In ray undotstasdiag, thsy wax®, 
your Honor, in that equitable conversion had occurred. 

THE COURT: That is your point. 

MR. CRACO: My point i3 that tho auditors were 
entitled ao to regard them, and I will, subject to con¬ 
nection, establish that. I might say, your Honor, that 
I don't think that this Court is called upon to dooide 
retrospectively the oaforcibility of those contracts, 
only whether tho — 

THE COURT: Tho issue { j mo is a very narrow 
one: wan Noto 4 misloading? 

MR. CRACO: That's right. 

THE COURT: That is what it comes down to. 

MR « CRACO: I think that would bo the issue if 
Note 4 had been read, but if you roach that issue, than 
it dona get to the question whothor tJota 4 was misleading. 

Q I show you what I have taken tho liberty of 
marking as Defendant’s Exhibit D of this date. it’s a 
letter signed by the Fireston® Group. 

MR. CRACO: Your Honor, I havo marked certain 
of these exhibits last night. I haven't had an opportunity 
to prepare copies of them. They are all work papers that 
bavo been previously handed over, and my questioning about 

them will bo very , iof. 
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Q Info* course of ycur examination of th« work 
papers# did you sea Exhibit D? 

A No# I did not 8tQ this, and when I went through 
the work papers I specifically was looking for scroti thing 
like this. 

Q What is acraething Ilka this? Can you tell us 
what it appears to ha? 

A This appears to bo what is referred to in the 
accounting profession as & representation of letter by 
the management to the auditors # which contains certain 
boilerplate clauses such as satisfactory title to all 
assets# satisfactory — that all the assets are included, 
that all the liabilities are shown, and .since tho financial 
statements a xo representations of management# the auditors 
ask for soma representation from management about title, 

$»t cetera. This is a standard statement. There is one 
thing, however# that is missing. 

Q That is what you recognize it to ba? 

A As a letter of representation. I would call 
this a letter of representation. 

Q Do you know the — I don't suppose you can 

identify it, but do you recognize certain signatures at 
the bottom? 

A Well, only because there is a printed — the 

SOJ1MG5M CHSfflfflCT CtfJUT F&PCMTKRS 

WHITED STATES CXU^T MOVGE 
If M.S*Y iitilASM*. W.Y»„ N..V. liWtC* tf i t-v«r.u 5 i. rTfcrn <»»mv 











tp 


— 

1 

l 

l 

K C Wa 

b P 6 Foil-cross 224 


2 

printed nama ±a above it. I couldn’t road the signature 


3 

itself. 


- 

MR. CRACO* May I show this document, Exhibit D, 


to Mr. Scott, and ask him whether ha will represent that 


6 

one of the two signatures on that document is hia? 


7 

MR. SCOTT: Yes. 

* 

8 

MR. CRACO: I offer Exhibit D. 


9 

MR. POLLACK: Your Honor, wo object to the 

« 

!0 

receipt of this document in ovidoaca. For one thing it 


11 

was never produced on discovery. For another, it's un¬ 


12 

dated . 


13 

MR. CRACO: A3 to tha first, your Honor, that 


14 

is flatly untrue, wo produced it on discovery. 


15 

MR. POLLACK: Wo have never rccoivod it. 


16 

MR. CRACO: That may bo, sir, but our documents 

•» 

17 

have been available in gross ainco the beginning of this 


18 

case for examination, end they have been inspected certainly 


19 

by Mr. Haimoff'o toam, and whotl-ir you have a* lately 


20 

them or not I can’t say. but they have been available for 


2) 

your production; and Mr. David, my associate, has teen 


22 

present when in fact thoy have been inspected by your 


23 

people. • 


24 

THE COURT: I am not impressed with that point. 


25 

I am with respect to tho second. What about it? 

« 
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MR. POLLACK: Furthermore, it *3 undated. W& 

* 

havo no idea if and when this document was delivered. 

MR. CRACO: I will offer it subject to con¬ 
nection/ if that should bo necessary. 

THE COURT: All right, 1 will taka it subject to 
concoction as to date. 

(Dcfsndanth Exhibit D received in 
avidonco.) 


Q I direct your attention to tha first paragraph 
of tho letter and ask you to read it to the Court. 

A In connection with your examination of the 

consolidated financial statements of the Firestone Group, 
Ltd. and ifa wholly-owned subsidiaries as of November 30, 
1969, we hereby confirm to tha best of our knowledge and 
belief certain information and opinions expressed to you 
during tho courao of such examination." 

Q in the ordinary course of^auditing practice, 
i0 a ropzco sntation letter of that character received 
during the course of tha audit to which it refers? 

A Not quite so. This merely refers to certain 

information without labeling it. Normally jn fchoaa — 

Q The rest of the letter labels it, doesn't it? 

A No, it doesn't, i don't think so. This 
statement, when we icauo them — i can't 9peak for ovory 
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accounting firm in tha country — whan wa iasua them, whan 
WO want to make — when we want the client to give us 
certain representations, we don't say certain information 
and certain information and contain opinions. Wa try to 
cay an follows, and wa try to enumerate them chapter and 
versa rather than nay certain information. . 

Q And tho following paragraphs in fact contain 
certain confirmatory representations, do they not? 

A Tho following paragraphs — 

THE CCURT: Hcw you prove the date of this 
letter by this witness? 

MR. CRACO: I bog your pardon? All right. 

THE COURTS You aru whistling in tho dark 
hare, just wanting tiiuo, it Dooms to mo. 

Q But this is a document you look for? 

A wa look for a letter of representation. 

Q And that ia a lottor of representation, right? 

A Yes. 

Q Roferring to tho November 30 audit? 


Q I chow you a document which 1 have marked ao 
Defendant's E for identification, and I ask you whether you 
have ever seen that documont before. 

* No, I have not. I would point out to you, sir 

souths t urner court reporters 
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2 

that thie appoare to ba an original copy with tha actual 

3 

affix ad signature, and tha only papsrs ever made available 

4 

to me ware X«xox copies of papers that were in your files. 

5 

bo I have aavar had an opportunity to see any original 

6 

o^ioi^sls » co to cp-oak, oo I didn't sea a copy of this* 

7 

Q Did you over 8«*i a copy of this? 

8 

A No, I did not, air. as a matter of fact, I 

9 

wculd say to you that in our office wa don’t put those 

50 

type of lGttc*r3 in tho audit filo. Wo keep than in a 

11 

apodal confidential filo uo that they are not mixed up 

52 

with audit papara, and it's poasiblo for that reason I 

13 

never saw it in tho actual work papers submitted. 

54 

Q Or a copy? 

15 

A Wo do not put them in ‘tha audit files. 

56 

Q Reg Oita loss of '/hat ycu do, did you sco a copy? 

17 

A . No, l have not neon a copy of that latter. 

% 

53 

Q Tho audit which ia haro complained of was an 

19 

11-racnth audit, was it not? 

20 

A I boliGvo it rofar3 — it dcosn’t cay 11 months. 

2? 

Q Wait a rainuto. Baforo you rafor to the 

* i 

22 

document, can you toll tha Court for whatpariod of time 

23 

tha audit report was rendered? 

34 

A It was rendered for the period from D&cember "*6, 

25 

r 

1968, through November 30, 1969. That's tha description 
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on ths financial statement. 

Q Do you know whoa tha fiscal yoar of Firoeton* 
ondad? 

A I do act know what fiscal year they elected. 

I know they reported this financial statement aa a period 
covering approximately 11 months and four days. 

Q All right. ~ _ 

r-~\ 

A But whatter teay elected that aa their fiscal 
year I have no way of knowing. 

Q So you don't know whoHior or not thoro was in 

fact another audit as at the end of January, a year-end 
audit? 

A NO, I do ~ I havo not examined any such docu¬ 
ments . 

Q in connection with that, you do not know that 
in connection with tha audit for the 12 months as dis¬ 
tinguished from tha 11-month period, tho auditors had in 
their possession a representation latter that said at ths 
and, "ho further reprooent to you that nil transaction a 
and commitment havo boon conducted and completed on an 
arm's-length basis"? 

A May I see that, sir? 

(Paper handed to the witness.) 

A May l anowor you, air? 
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Q Answer ms, by all means. 

A I..see a letter hfere datiid May 26, 1970, stating 

that everything was entered in an arm’s-length transaction, 
but the report wa aro referring to is dated December 6, 
19o9, and & ia a gonerally accepted auditing standard 
that accountants are responsible only to those transactions 


up to the da\:a that they signed their report, which in 
this case was December 6, 1969. This letter ia 1970. 

Q Do you know whether, botwsca November 30 or 
Dscerabor 6, 1969, and May 26, 1970, the contracts which 
ara Exhibits 12 and 13 had matured to any further stato? 

A I know that there wern additional require¬ 

ments in between that poriod. There was a payment dua in 
December, ’69, to the seller of the land. 

Q Do you know whether that was mads? 

A No, I do not know. it was not made — there 
is nothing in the work papers on 1969 that indicated any¬ 
thing had occurred after November, 1969. 

Q Do you know whsthor it was made? 

A No, I do not. 


Q Ono of the othor criticicms you levelled at 

the handling of the transaction, as I understand it, was 
the supposed inconsistency between reporting income in 

part on the basis of $105,000 derived, as you understood 

it, from liquidated damages, and the fact that tho sale 

sguykckm FjKWHcr court cshtowcrs 
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had boon taken into revenue in tha first place. la that a 
fair summary of that portion of your critique? 

A I think it's a fair summary of what I said. 
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Q Now, in the instaUjuent method of accounting 

f °r GUOh *"“““«?»•. 13 it not true that tl» accountant 
is called upon to make on evaluation of the portion of 
a profit derived from a transaction which should be take, 
into current incone baaed upon various considerations* 

A Ondor the installment method, the income of a 
transaction is reported in proportion to the collections, 
co that if the company had elected, which the statement 
doesn't say. but if the company had elected to report this 
income on the installment method it would havo had to gear 
its profit in relation to the collection, which would mean 
if they had received $25,000 by November 30th and hod 
elected tho installment not ho a, they would have taon able 
to take that fraction of which $25,000 ie the numerator and 
15 million dollars is tho denominator and say that fraction 
which is soma .0000 something times two million dollars would 
heva been proper to bo treated as income if thoy had elected 
the installment method of accounting, which thoy didn't 
according to tfco ofcatQKonfc that X Ssaro read. 

Q Bo you agroo with tho proposition that in handling 
tho amount of income that should ha token into current 
uot income all tho oieouaaftaneeo should ha considered and 
tho eoasidarntlon received in tho transaction reasonably 

' mwkxm o&m;cr coot 

states cot kousb 
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evaluated? 

A I think that’s a fair statement, yes. 

,'0 How, in the process of reasonably evaluating the 
consideration that should bo taken into net income in the 
current period, what factors do you think ought to have 
boon considered? 

A Wall, let ms say this* 

Any tisc.3 thero is a question of when in coma is to 
ba reported, which wa refer to as a tiding question, the 
first decision wo hava to coma to or tho first judgment we 
must ccxao to, is whsthar or not tha incona has baon earned. 

If wo then cora to the conclusion that '.die income 
ha3 boon earned, wo then try to find a procedure by which 
we will recognise for accounting purposes tha incoma in 
various periods, and among tho procedures that are used is 
to evaluate that by saying, "Wa'll pick up tha incoata in 
proportion to tho collections,• or "Wo*11 pick it up in 
proportion to the mount of cervices that will ba rendered.* 
In other words, wa try to gear tho recognition 
of tho incoxva over ooso criteria of collection to something 
elso, but only after you havo established that the income 
has been earned. 

0 Once you havo established that tho incorsa has 
boen earned, it ia up to you to make some, as an auditor 

SOimJ&UvJ DSSTRSCT COURT RgPORTBtS 
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and a person giving an opinion on such things, to maka 

a judgment of how much of it should bo tiraad in this 
accounting period? 

A Yes, but — 

° Is *** rl Sht? It's a judgment matter? 

A Yes, but subject to it could nsvor bo raora than 
tho eueount 1 have recoived to date. 

You havo used tka word installstant. 

O Forget say reference to installment. 

A X era answering your question, I thought. 

O I don’t want to argue with you. 

A Okay. 

° In tho process of! realising income which is 
rocoived ovor a Period of time, doss it not reguire tho 
auditor to Mho a judgment ao to timing, as you phracod it, 

as to what accounting periods various portions of that income 
should bo recoived in? 

A Where ho oloota ths installment method. If ha 
dooan-t elect ths installment method then all the income 
is reported when it is earned. 

O And In the process of determining tin ineomo that 

should ha taken into ths current poriod, is not tho auditor 
obliged to givs effect to amounts which are reasonably likely 
to bo received in tho period or 1, odiatoly after tho period 
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2 ^Ach is in question? 

3 A Mot necessarily, because - i „ m glvo yoa ema 

4 1 ° Pe0ifi0 e "” Ple - No have aorta in pronounces. Thare 
5 8 30 ar9 “ i3afclon oolloa the Accounting Principle* Board. 

4 I ° E ° f0r0 y ° U 90 °° " lth «« literature, you say » t 

7 j necessarily. Bo X take it fro* that that your one™ i. 

51 under certain circumstances it is possible* 

’ A Ondor certain circuMstancos posolbly. 

’I ° *"* 3 3ua9c = nt of h °“ rauch to take into current 

| income and ho, much to defer in matter which an 

, auditor is obliged to choice come Judgment on, U that 
, ' right? 

| A ves. in accordance with generally accepted account- 

J Ang pi:inciple3. 

j 0 And in the course of exorcising that judgment, 

j i« it also not true that the auditor is obliged to take into 

• 8U ^ — *"“**« of the transaction that he 

has bofor. hi*, for wMch h * afctoiaotlm, , 

j ax-toiaptlng to uafco a nnitabla? 

A Absolutely. 

tod if it varo dear that even if the transaction 
-re disaffirm «3 5 ,00» would, i„ accordance with the 

t ° rffi3 ° 2 CCatrC ° t ’ b ° receivable issssdiatoly as liquidate 
dmnagos. l 0 that not ena of the factors that an auditor 
-uld be entitled to consider in making the ju4 ^ nt „ ^ 
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A Ho, air. 
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0 

A 

0 

A 


In your opinion, it ia not? 

Because it is an alternative. 

It to not? 

I can’t say that yes or no. what you are asking 
ma is it is an alternative. Either it is propor to record 
the profit on the transaction if there was a ^ansaction or, 
in the alternative, you can sot up and s* a picking 

up potential liquidating damages only because x may not 
have a deal." 


2ut to say, "I have a sale and I have a liquidating 
damage," ia inconsistent and for that reason — it is 
alternative. 


They are mutually exclusive of each other. 

0 Let*3 conoidor whether in fact they aro. 

The exercise that fcho auditor has to go through 
at this point is to determine hou much of a gross profit 
has to gat deferred, right? 

A Yes, ho has to datermino a procedure to dofer 
a portion of the gross profit. 

0 And the net incoma results from his subtraction 
from tho groso profit of tho amount v/hich ha defers? 

A When you defer gross profit, it is tied in, as 
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1 said bsfore, with the collection payout, ©o that If you 
ara talking about a potential collection of 15 million 
dollars and you want to know how much of a two million 
dollar profit you should defer on a 15 million dollar sale, 
you would take that portion uncollected of the 15 million 
dollar and say — which I gave you the fraction bo fora. 

In this case it would eaera to me that t» 3 ing the 
|| arithmetic it would ba necassary to defer almost the 
entire $2,030,500 since the amount collected was such an 
infinitesimal percentage of the total contract price. 

But you can't tie in the amount earned vis a vis 
the liquidating damages against tho deferred income. They 
are mutually exclusive of each othor in uy judgment as 
on auditor. 

Q Now, did you in the course of your examination of 
the work papers make any attempt to discover whether there 


ware orpensos associated with the purchase or ealo of 
this property? 

A l found no work papers which would indicate that 
there wore any other suspense to this transaction other than 
tho payment of $25,000 received from Continental Recreation 

and a payout of $5,000 to X think it was Monterey, X think 
was the original seller. 

0 Did you consider whether any portion of the 
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lagal expenses which had been deferred would have boon _ 

excuse me. Let me rephrase the question. 

Did you consider whether any portion of the legal 
expanses which were taken as current expenses on the book. 

would have been unnecessary in the event the transaction 
had not gor»o forward? 

A IS there were ouch legal expenses, 1 think it 
would have been proper to - if the management had elected 
to defer those expenses and later write them off nt the 

ti! “ °* tt ° COasura,atioa <*e S3le, 1 think it would 
have been proper. Eut X really cannot tell you whether 

they did it or not. I don-t recall having arising such 
papers. 

° Do you know whether there was any provision for 
incore tax in respect to this matter? 

h As a matter of fact, the company only reflected on 
its income statement the liability for income taxes based 
upon the earned inooma of $130,000. 

Q What v;aa that amount? 

A That Is approximately — 

O $37,000? 

A I hava to look, sir. Somabody took the statement 
away from ma. 

(P&UGQ.) 
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3 A Th3 COMpMy raJ1 «W Income tea of roughly 

. i ?38 '° 00 ' 1 belieTO - H ° TOVer ' 1 «*>’<= finish the statement. 
5 | ETO ” ^ d ° £errea *— 51,795.000 accounting 

4 trBatoCnt r ° qUiraS wh “ vou set up deferred ^ 

7 ^ “* **“ dS£e " ed «« will ^e when ^ 

I aofoered Income is reported. 

, 1 S ° ^ eVOn tha delusion of $1,795,000 of da- 

, 0 | fSrr ° a ln ° 0E3 ° hould hOTQ W set aside from it the 
„ I P ° tCatlal *“ ° £ nppronimately, 1 would say. so per cent 

I2 I °" th3t K - Uli0a d0llar3 ' « “o®or $900,000, because 

,3 thSt <3af °" rCa Wh ™ oomed does not belong to the 

M j| _ C0l ' P ° ratiOn - — 9 o out in the form of 

, 5 | Ca3!OS ‘ Y ° U IUU3t niatCh UI> thQ futu::Q against tho future 
: income. 

„ ' ° XO “ ha ™ to ’° atCh Up Present enpenses against 

,j the present income, don't you? 

]g | 

A That io correct. 

19 

a I 0 *" yoUr “ ns ™ lf! > to «r. Saimoff about the 

2) I °* ° UnlRatlE3 “*» «“«*. you did not tuhe into 

a ° COOent ^ *"* Colcnl »tions tho expenses which would .i eo 
B oUaloo ted from tho financial statements, did you? 

J a 2 answered you X didn't have any. If there wore 

25 “** 1 V ° Uld 004 hQTO Pl^-lnated thorn, that lo correct. 

j 0 ¥ou did not eliialnata the .,v 4 . 

j Q *** which waa attributable 
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2 H { 

3 to the oarnad incoira, did vou 

3 j V , in your response to Mr. Haioofj? 

A No, 1 — j 

4 1 0 Ye3 or no, did you? I 

- I VaS ROt thQ questAoa Mr. Hairaoff asked. J 

, | J" ^ ~ X ^ X recall ' • 

,! tlaotlv was toat the «*—i- resleo£oa 

| b3r ° ra taS2S ^ $1M '° 00 - WhlCh ' “ «*■ $235,000 

3 ” Qt ** ' — - — a l OS3 before 

j ta2as oS appro^teatoly $130,000, 

! 1 " War *" ny “»** ^rrea to tha after tax 

! confutation hacauea x never eade Euoh . 

| 0 DW any honuaaa which VSi . e earaed 

• * '*• — - connection with thin tranaaoj, 

ft Mo, I did not. j 

MR. POLLACK. X object to the n„„ . 

line of questioning. ) 

j your Conor. There is no evidence there x;e r > . I 

° ' rera c «ch bonus©J . 
or other expenses. j 

0 Ware there? j 

A X ana^red you X have not naan any. X have aeon 

no coition of either oxpanaea, bonuaea includad in 

th ° DQ final!Cial “«**»■*• «wt relate to thio ronterey 

transaction. j 

O When you cay -th®co papers • fTft u 

p a# lTO Y->u referring to 
tha ones you oj-crootod fros, the Wrk Dantw „ 

rK P®Pora or axo you I 

sawiE:;.) taemcr com rspotims 
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referring to the work papers as a wholes 

THE COURT* How much longer do you e:cpoc'c to be 
with this one witnoss? 

MR. CRACO* About five minutes. 

THE COURT* Ha testified on direct for about a 
half hour. You have bad hint on crons now for well over two 
hours. 

MR. CRACO* Judge, it is very easy for someone to 
got up and say Lavonthol*s audit stinks in five seconds, 
and my obligation is to chow that his opinion is improvident 
and it may take longer. 

THE WITNESS* Your Honor, I aia a professional 
man. The phraseology ha used, I am a professional, I don't 
like him to cay 1 said that about a co-professional. I 
haven't said that. 

MR. CRACO* I waa just indicating the brevity 
of the direct. 

THE WITNESS» Don't ascribe it to mo, sir. 

MR. CRACO* Vary well, Z won't. 

Q How many audits have you supervised in tha last 

yotjr? 

A 50 to 100. 

0 You personally hav supervised? 

A Yob. Ac the partner in charge I have had 
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subordinate supervisors, managers, but the buck stops hor®, 
so to speak. 

O On how many occasions in the last year have you 
testified or assisted othw«* in testifying in court on 
matters relating to other peoples' financial statements? 

A In the past year? 

Q Yes. 

A This is the first tin®. 

O In point of fact, you are testifying later this 
afternoon, are you not? 

A IIo, sir. I xuontionGv <:o you that I vas supposed 
to be cn an orairlnaticn bo fora trial on another matter which 
I postponed in anticipation I was going to be here today. 

O Without getting into the question of explicit 
testimony, is it not a major part of your practice to 
assist in tho preparation of cases against accounting firms? 

A No, to the contrary, this is tho third time in my 
life I have been involved on it. I have been involved in 
reviewing bankruptcy investigations, but it is tho third 
tiica I have been called upon to aither testify — this is 
the third tima I havo boon on tho witness stand as, "an 
osport v/itnoss," if you vrill. 

I couldn't retire on the amount of tima I put 

in on it. 
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MR. CRACO* That *3 all. 

THB COURT* Mr. Pollack? 

1IR. POLLACK* Ho questions, your Honor. 

HR. HAIKOFP* I have nothing further, your Honor. 

THE COURT * You are excused• 

* 

(tfitnoss excused.) 

MR. EAIKOPF* If your Honor ploaco, I have no 
other witnesses. 

THE COURT* Do you rest? 

MR. HAXhQFF * l£:c 2 pc for one or two minor matters 
V7hich I would 1 ike to nov; refer to. 

With ronpoct to tho evidence which has bean 
adduced on tho subject of whose securities these V7era r 
General Investors or the plaintiff Gerald Korsfeld, I would 
like at thi3 time, your Honor, pursuant to Rule 21 of tho 
Rules of Federal Procedure, to move to amend rty complaint 
to add General Investors Company as a party plaintiff and to 
amend tho allegation of tho complaint which alleges that 
Gerald Eersfeld purchased tha securities do that that 
allegation will read Gerald Karafold individuall end on 
bohalf of General Investors Company, a co-partnership, 
purchased the securities which are referred to in that para¬ 
graph of tho complaint. 


25 


MR. CRACO* If tha Court pleaso, I oppose tho 
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the motion. For eorae three year a this litigation has been 
prosecuted on bahalff of Hr. Herzfeld both against ourselves 
and against other defendants. 


It has been settled and other parties dropped out. 
There has been ample litigation and discovery in the matter. 
To amsnd the ploadings at this juncture to alleged that the 
purchase was matte by persons other than that disclosed by 
paragraph 7 of the complaint without having given us an 
opportunity to eroloro the issues of reliance, causation 
and damages with regard to the other co-partners, Saul and 
Nathan Itersfold, would seriously prejudice our position. 

It aocas to ma that Mr. Eorsfold for raasons best 
haovn to hlnoalf has prosecuted this action for three years 
ia his own aa^a, and I don’t think ho has been the real 
party in interest at any point except to one third of tliat 
aisount, and I have refrained from ranking a roti.cn umfcr 
17(A) to dismiss on the grounds that he was not. 

On the other hand, it soeas to ma that hio catiso 
Hoc only to the extent that he has been injured and only to 
the extant that he can show tho requisite violation as to him 

of 10b-5, a natter which I will address on ny rations in a 
moment. 


But it caama to eo that to arand tho complaint to 
allcv in tho tont two now pottias an to vhor, wo ha» a 

4 
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never had discovery and as to whose requisite reliance 
and causation wo have had no opportunity to exploro would 
bo seriously prejudicial to us and for that reason ve 
opposq the notion. 

I night say that motions to amend pleadings to 
conform to tho proof are appropriate with respect to the 
charging allegations of a complaint In certain circumstances, 
but 1 submit, your Honor, they are no substitute for an 
appropriate motion to add indispensable parties under other 
rules of tho Federal Civil Procedure which pertain to motions 
co add or drop parties, and I refer particularly to I think 
it is Rule 45 and Rule 17. 

So I oppose tho notion as being made out of tine 
and on the other grounds I recited. 

Id. HAII-l OFF * If your Honor please, I am sure Mr. 
Craco is aware, ?nd of course, your Honor is. Rule 21 
specifically provides parties may be added at any tins either 
by tho Court sua sponto or on application of any pa’*' » 
on such terms as way be just. 

As a matter of fact, in the arrotations m tho rulei 
in Moore*s, which sots forth the rule, thGre is specific 
reference to situations in which parties have been added on 
appeal. 

Nov;, of course, if in fact there were any serious 
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prejudices to the defendant resulting from this application, 
perhaps that is something that the Court ought to consider. 

1 see no prejudice, your Honor. 

If Mr. Craco is concerned about reliance on 
that issuo, which is the only point he specifically mentioned, 
I aia prepared to agree end, as I have indicated before, 
this is what the Court may do under the rule upon such toroa 
£3 may bo just, I would ba prepared to agree that the other 
pnrfcnera, Nathan Herxfold aid Saul Her 2 fold, are bound 

by the testimony which Mr. Gerald Herafeld has given on that 
point. 


As a partner in General Investors he would have a 
clear right to bind tho partnership and his testimony would 
havo been exactly tho same. He read the income stateroants, 
ho didn*t read Noto 4. There is no question about that. 

Ue c7on*t dispute it. Examining Nathan Hersfold or Saul 
nor si’eld vrould add nothing whatever in view of the fact, 
as I say, your Honor, I have agreed to stipulate that neither 
Saul Harzfold nor Nathan Herzfeld read anything other than 
the income statements. 


So tho testimony icould stand precisely tho same as 
to them as it now stands as to Gerald Harzfeld. 

aHH COURT* Could you give roa again hov/ you want to 
amend it exactly? 

MX. HhIKOPP* Kay it be read, your Honor? 
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THE COURT; Yea. 

MR. HAIMOFF: I want to am and the caption _ 

THE COURT: The substance. 

MR. HAIMOFF; Tha.t the allegation in <±a com- 
plaint which now allegos that Garald Horzfald purchased 
the Firestono eecuritios, that that paragraph bo amended. 

THE COURT r How do you wont to amend it? 

MR. HAIMOFF! Gorald Herzfold individually sad 
cn behalf of tenoral Investors Company, a co-partnership, 
purchased the securities alleged in that paragraph. 

Simply the phraso "ontohalf of General Investors Company, 
a co-psrtn^rship," is tha amendment. 

MR. CRACO; if your Honor ploasa, it ia bad' 
aa to form. Ho either purchased it individually 
or ho purchased it as one of the co-partnera of Genoral 
Investors but not aa both. 

THE COURT: Ha could buy it, I suppose, in¬ 
dividually and aa agent for the other two. 

MR. HAIMOFF: i don’t want to now preclude th* 

Court’s finding on the evidence as to just who purchased 
what. 


MR. CRACO: i don’t want to make a bi^ deal abou 
thia beyond the fact that I feel prejudiced. ) 


THE COURT: How aro you prejudiced? Specifical 
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how aro you prejudiced? 

MR. CRACO: I am prejudiced by this: on tha 

assumption that we aro dealing with Mr. Htrzfold's pur¬ 
chasing as an agent for his brothers, it is insufficient 
for ma to rest on the fact that Mr. Herzfold's testimony 
ao to what ho road is binding on and would bo given 
by his brothers if thay woro called, because th* net 
affect of that, whilo i grant that Mr. Hsrzfold's testimony 
on reliance wan damaging to him, I don't think that Saul 
Harzfeld, for example, over read oven the income atato- 
mont of the Lavonthol report or Nathan Horzfsld ever saw 
the Lavojithol report. 

So that to the extent that they aro claiming 
on their own right or aro attempting to be brought in 
through"aS agency theory hero, the fact of their non- 
reliance, personal non—reliances, is an object —— 

THE COURT: Under the agency theory, they 
corta.inly can rise no higher* than their agent who handled 
the transaction. 

MR. CRACO: But maybo not so high. That is ray 

point. 


THE COURT: I am not convinced that you are 
prejudiced on an agency theory, not at all. I will 
grant the motion. 
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MR. HAIMOFFs Just on® more point:, your Honor. 

If your Honor will observe, the pretrial order 
which has boon submitted and signed by the partita refers 
to certain mailings which were made the purpose of which 
was to establish the mailing requirement. 

When Mr. Craco and I discussed the form of the 
order, ho said, "Typo it up in this form and I will let 
you know whether I accept it." 

I spoke to Mr. Craco ~ 

MR. CRACO: Based upon Mr. Herzfold's testimony. 

MR. haimoff: Y 03 , based upon Mr. Horzfold's 
testimony. Mr. Craco has now advised mo that h* 
considers that there i3 an i33ua as to nailing. 

Now, with respect to that, I have obtained from 

the work papers of the Laventhol firm the records which:. 

indicate numerous uson of the mail. I don't know that 

it is necessary for mo to refer specifically to them. 

I would like to offer these documents as Plaintiff's 

Exhibit 37, which I believe substantiate and evidence the 

usa of the mails by tho Lavoathol firm, Although it would 

seem to me tho Co»»rt could almost as a nutter of judicial 

notice find <hat you can’t sell seven and & half million 
dollars of securities by a California firs to Now York 

investors without using the mails *md the long-diatanco 


SDU1ME354 DESItttCT CCL1T RsFGSYEW 
tWTGD STATES OOM 3 T IfiOltiS 

FCH £Y SCUM?!*, t !,Y., N.Y. Kfcffir tn? fit*: J-r.h O%tUJ0W 7-r ,*S9 














gwp4 

telephone. 


492a 


1 - 

v 


I offer these documents in evidence. 

MR. CRACOs If ycur Honor is disposed to take 
judicial notice of the last item, i will not srequiro that 
the record be burdened with these documents. 

THE COURT: Lot’s put it in. 

MR. CRACO: i hs.ve no objection for that 

limited purpose. 

THE COURT: Received. 

(Plaintiff's Exhibit 37 received in 
evidence.) 

MR. haimoff: Tho plaintiff rests. 

MR. CRACO: I now move to dismiss tho plaintiff's 
can© as amended for failure to make out a ptima facie case, 
and I would rely for this motion, if tho Ccurt please, 
on throe propositions. 

First of all, I take tho position that the 
ovidenco submitted to the Ccurt at this point has boon 
utterly insufficient to show that thoro was anything wrong 
in fact with the Laventhol report. in other words, 

I think tho record ia barren of anything except the 
suppositions of hindsight with regard to whether in fact 

the transaction was improperly recorded on tho financial 
statement. 
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Tharo isn't a single shared of direct ovidenco 
b y Haimoff to contradict the effect of the 
contract nor any evidence whatsoever Introduced other 
than the suppositions, not even the opinion, but the 
assumptions of Mr. Fell that that transaction was not 
proparly recorded. I ’ieet on what the record says 
about that and pass to the rocond point. 

Even if Mr. Fall's testimony was to bo taken 
whole as competent evidence in this case, there «ca two 
glaring features about it that it neons to mo mako it 
absolutely clear that no prime facie case has boon mode. 

On his very first responses to ray very first 
questions today and on oovoral subsequent responses to 
those questions and without any rehabilitation by M;r. 
Haimoff on redirect, Mr. Fall taati&Gd that if certain 
things of which ho complained woro true, they would have 
constituted negligence. 

And the law is amply cloar that a demonstration 
of mc-ro negligence by an auditor In the proferring of 
financial statements is insufficient in law to support a 
claim under lob-5. 

wo have now exchanged trial briefs, Mr. Haimoff and I, 
and I know that his position as a matter of law to yea 
ie that he will show the negligence of Laveathol in t>.e 
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2 

conduct cf thj audit and the rendition of the financial 


3 

statement. 


4 

THE COURT: Are you suggesting that I am bound 


5 

by an accountant*a opinion? Am I precluded from finding 


6 

negligence because an accountant 3aya it is negligence 


7 

or precluded from findfcg fraud or misleading statements? 

. * 


8 

MR. CRACO: I think you are bound by the record. 


9 

THE COURT: I am trying to get your legal 


10 

position, is it your position that the Court if. precluded 


n 

from finding misleading statements here or failure to 


12 S 

disclose facts which would make tha statements nado not 


13 ! 

misleading or fraud in one of its other variations simply 

SP 

14 

becausa an accountant cays that this was negligence? 


15 

MR. CRACO: In a sense I am saying that. 


16 

THE COURT: I thought you were. 


17 

MR. CRACO: But I want to bo sure yuu under¬ 


18 

stand in what cause I am saying that. I am saying that 


19 

the burden of proof of establishing that the wrongdoing 


20 

on the part of Labonthol rose to tJho statutory requirement 


21 

is on the plaintiff, and in making the doteminntion ns to 


22 

whether or not a wilful, reckless abandon characterised 


23 

their work hero, to paraphrase th-i Texas Gu.'.f Sulphur case. 


24 

it creams to me you are bound by the allowing that plaintiff 


25 

has pro^orrod, and on this record the only showing that 

i 
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has been offered on that ia one of msro negligence out of 
the mouth of this accountant. 

So while I don't as a general rule say that you 
are bound by the characterizations of expert witnesses 
as to tho conduct of others, I do say that that’s the 
most that's been preferred on this direct case andtb&t 
that record binds you in your determination as to * 
whether a prima facie caso has been made. 

To turn the thing around, and this is tho cocond 
thing, thero ia not one scintilla of proof on the prima 
facie caso of tho plaintiff that tlioro is the requisite 
scienter to support a private damage action in this 
circuit for violation of lCb-5. Neither the quantum of 
recklessness that was mentioned in Judge Friendly’s opinion 
in SEC v. Texas Gulf Sulphur and which has bean adopted 

in the Lanzer v. Droxol case as fairly characteristic 

*• 

of tho standard of proof required for scienter is rccotoly 

mat by tho record hero, and Mr. Haimoff has to show on 

hia prima facie caso or.o of two tilings. He either has 

to show that Lavonthol by itoolf and in it acted knowingly 

and willfully and wrongfully in the promulgation of this 

* 

audit, or it has to show by moiu than his oayso that it 
acted in concert with others in tho course of aiding and 
abetting a conspiracy which was knowingly and wilfully 
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entered into by Laventhol. 

He has shown neither, and whether you regard it 
as a characterization on the part of this witness as the 
v/holo proof on the character of the wrongdoing, if any, 
which Laventhol was guilty of or whether you regard it 
ao an utter, absence of proof of tho requisite ocienter, 
tho plaintiffs' case is barren of ona of the require¬ 
ments at this juncture that they must show in order to 
sustain a causa of action under lob-5. 

Tho third proposition cn which I would roly is 
that tho plaintiffs' coco very plainly establishes by a 
fair pi-.opoadGrancQ of the evidence on the plaintiffs' 
casa that tho plaintiff himself did not roly on the 

t 

/ 

Lavonthol statement nor could it bo <3 aid under tho 
circumstances revealed by the plaintiffs' own case that 
the Lavonthol statement as distinguished from the accumula¬ 
tive effect of Baird and what Baird said about charloy 
Allen and what Kramar said about Charloy Allen and what 
Firestone's unaudited statement said and what tho Firctjton* 
certificate from tho president said and what tho letter 
from Firestone characterizing the Laventhol letter said, 

thorocan be no doubt, it seems to me at this juncture, 
given tho fact that ho picked ones lino out of the 

Laventhol statement and then did not road the note to 
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which it. referred, thero can be no doubt that the Laventhol 
st&temant was not tha proximate causa of any damages ha 
sustained here. 

As we have indicated in the supplemental 
brief thatwa hav- submitted to tha Court on this question, 
there must be a causal nexus. 

It reminds mo, Judge, you asked me about per¬ 
sonal reliance in these casaa,it reminds me of what Justice 
Pottar Stewart said about obscenity in his famous con¬ 
curring opinion. Ho doesn't know how to define it, he 
says, but he knows it when he sees it. 

Your Honor has not seen that causal con¬ 
nection between the alleged wrongdoing of Laventhol, if 
any there bo, and Mr. Herzfoie's investment decision, 
on the contrary, you have aeon it flatly denied. 

Ho t las upon an opinion which he didn’t read, 

• - 

which if ho had road would have mandated that he took 

• • \ 

the financial statements as a whole, and ho did not-, 
w© submit that the plaintiffs' caco if boroft of tho require* 
mentd it has to contain in or-.or to sustain a cause of 
action under 10b-5 both because there is no showing of 
wrong by competent proof, no showing ofscienter by any 
proof and no showing of reliance or causation or that 
the transaction was in connocbi&u with a purchase and 
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sal& of securities sines they had bcon purchased before the 
La^nthol atitoncat was Oven glanced at* 

So, your Honor, wo submit that we should not be 

• a * 

put to our proof, which would be cumbersome and difficult, 
about the audit when the ffcct is that the audit was never 
rolicd on in the courso of the investment decisions that 
wero made by Mr, Herzfold in this case. 

Wo submit, accordingly,that the plaintiff has 
failed to make out a prima facia caci either under its 
pleading ao originally ctatod or undsr its pleading as it 
is now amended, and for that roason wa now roguoot that 
you rule no a matter of law a prime facie caoo has not been 
sustained and dismiss tho complaint for insufficiency of 
proof. 

MR. HAIMOFF: Mr. Craco has made, I think, two 
or threo ooparato points, if your Honor ploaso, and 1 
would like first to address myself 1 jo tho question as to 
whether or not tho proof that wo have offered makes a prima 

facie case of culpable or reck Less negligence tantamount to 

«•*... . # 

traud on tho part of tho Laventhol firm. 

' i 

I boliove, your Honor, that tho evidence is 
overwhelming that there woo ouch rockloos indifference 
to the facta which proves boyond any doubt, and I bolleve 
beyond any dofenao, that the Laventhol firm, through its 
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agents in the California araa who v/ere working on this 
audit, lent themselves to an obvious phony schema 
by Richard Firestone. 

< • 

And if you review the evidence on the points, . 
it goea far beyond what Mr. Fell said. " 

You have in tho first place a memorandum dated 
November 21, 1969, prepared by a Miss Amerocn, who is an 
aciaictant to Mr. Scott. 

•• , V 

MR. CRACO: Excuse mo. I regret interrupting 

S • 

counaol. Tho Amarcca memorandum was never introduced in 
evidence, and had it b£cn I would have objected to it most 
strenuously. 

THE COURT: I hadn't h<;ard it before. 

MR. haimoff: it was marked, your Honor. 

MR. CRACO: It was marked for identification 
in the pretrial but I reserved my right to raise a ruckus 
about it when it was offered. 

MR. HAIMOFF: it was one of the group ol 
exhibits. I can quito understand the situation which 
has developed, it was one of the group of docur.enls 
which I considered to have been received in evidence, 
which Mr.Craco produced for my examination in the course 
of discovery proceedings, which wore in the possesuion 
of Mr. Fell whon ho was testifying, and I had assunod — 
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it. may be erroneously — if i did i apologize for it and 
I woulj like to offer them now and have Mr. Craoj make 

anjr objection he chooses. This was a mistake on my 
part. 

I assumed that the Court's direction was to 
mark the exhibits and review them with counsel. They 

were referred to in tho pretrial order and I assumed 
they wore in evidence. 

THE COURT: I don't see how you could possibly 
got that assumption. I clo.urly instructed you yesterday 
to offer your exhibits in evidence. 

MR. HAIMOFF: You did, your Honor, you did. 

THE COURT: That is nob to say you are to be 

heavily penalized for an inadvertent mistake. 

* 

Do you move to reopen your case fo;r the purpose 
of offeriig this exhibit? 

MR. haimoff: May I reopen plaintiffs' case 
if your Honor please, for the purpose of offering in 
evidence all of tho documents which I made available to 

Mr. Fell and upon which and with respect to which he gave 
testimony? 

MR. ( RACO: i have no objection foe that limited 

purpose. 


the COURT: Motion granted. 
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MR. haimoff : i of for them in evidence for all 

purposes. 

MR. CRACO: I am responding to your motion to 

roopen* 

THE COURT: Mr. Haimoff, first you reopen. 

Now offer thorn. 

MR. HAIMOFF: i offer them in evidence. 
the COURT: Now let'a hoar his objection, if 

any. 

MR. HAIMOFF: May I identify the documents I am 

offering? 

THE COURT: All right. Just by number. 

MR. HAIMOFF: Plaintiffs* u through 25, 
ccnnf.cutivoly. 

* 

MR. CRACOc Bear with mo for half a moment, 

your Honor. 

{Pause.) ... 

MR. haimoff i i -juld Uk. to add, your Honor, 
tho docurnonta Hr. Craco lu now ^amlalng or. ap.clfic«Uy 
roferrod to In paragraph IS of tha pratrial ord.r. 

(Pause.) 

MR. CRACO: Your Honor, I have no objeotion to 
the roceipt of any of tho documonto with the exception 

of Plaintiffs' Exhibit 17, which purports to be a memorandum 
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from D.L. Amerson to R.M. Firestone dated November 21, 

1969. 

I consent to the admission of this memorandum 
solely for the purpose of establishing that such a 
memorandum wao in ths work papers of Lavonthol because 
Indeed it was and it waa produced as such. I object to it 
aa rank hearsay if offorad for the proof of its contents. 

MR. HAIMOFF: i offer it for one purpose 
ono purpose aiono: as proof of the fact that this was 

information v/hich came to the attention of the Lavonthol 
firm. 

tiie courtj x will accept it for that purpose. 

MR. CRACO: I think that is the same thing I 

oaid. 

THE COURT: Yea, not for the truth of what is 
said in it but for the fact that it was information that 
cone to the attention or should have come to the attention 
of Lavonthol. All right. 

MR. HAIMOFF: My contention is that the facta 
referred tc in the memorandum art* not true. That is 
precisely my contention, your Honor. 

(Plaintiff^ Exhibits 11 through 25 received 
in evidence.) 
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MR. CRACO: May X now inquire whether Mr. 

Hairaorf rests again? 

THE COURT* Yea. 

MR. HAIMOFF: Yao, your Honor. 

THE COURT: You reist now? 

MR. HAIMOFP: Yea, hopefully. 

THE COURT: Now, let's have ycur response to the 

motion. 

MR. haxmopp: starting thin with his memorandum 
whien is pzopazcd, as I say, which purports to have bean 
prepared by Miss Amerson, who ia Hr. Scott's assistant, 
as the exhibits indicate, which specifically refers to th. 
fact that wo havo entered into an agreement for the purchase 
of real property for $10,000,000 and specifies certain 
terms and says. -«a have sold the roal property for 
$11,400,000,- and then on the following day, apparently, 
a contract which is dated November 22 is entered into 
in which, somehow or other, the purchase price gets to be 
.$13,000,000 instead of $10,000,000 and then a few day. 
later a contract is entered into which refers to a price 
of $15,000,000 instead Of $11,400,000, so that overnight, 
practically, a potential profit of $1,400,000 — 
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THE COURT* Mr, Hnixcoff, some times vro are getting 


tha cart before the horse here all the way. First you 
have to prove that there was some misleading representation 
of soma hind, T&at is that misleading representation? 

tCa go back to Torts One, the five elements of 
decaipt, and they ara essentially the same under the 
Securities Act co lot's have* what is the false representation 
or the misleading representation, 

10 MR, EAIKOFF* Tho false representations are as 

11 follows, if your Honor please* 

I 

12 ’ Plaintiff's Ershibit 7-A, sales,$22,132,607. That's 

13 : falsa by 15 million dollars. 

M THE COURT* All right. Let's asnuia© that. 

15 8 Who read it? 

16 I MR. HAIMOFF* Mr. Eersfald specifically says ho 

<7 | road it. That is tha income statement which he says he 

10 A read, Gerald Herzfeld. 

10 "• MR. CRA.CO* I must say he — 

THE COURT* Isn't that in • Footnote 4 ? 

I 

j MR. HAIMOFF * Oh, no, oh, no. I ara sorry, your Horn 

' dcotia't have a copy of it. 

MR. CRACO* I beg your pur dot, your Honor, Z 
• think tho toatimony will be most clear that Mr. Hersfeld 
75 || ! - said ho read tho deferred profit lino of the income statement 
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THE COURT* That is my recollection of what he 

said. 

HR. EI.MK0F7 * My recollection of hie testimony 
your Honor, is that he said he read the income statement. 

HR. CHACO* We have daily copy so we could find that . 

13. E:\IK0rFt He said that he paid particular 
attention to tho deferred profit figure as confirming the 
unaudited financials. That ie my recollection of his 
testimony. 

THE COURT* If you have tho transcript there per¬ 
haps you could ba guided. 

MR. HAXMOFF* Evon if, your Honor, I don't know 
erectly what ho testified to, it may bo that Mr. Craco and 
your Honor arcs correct as to just what too said, even if — 
and X am willing to asouma for tho purpose of this argument — 
even if Mr. Horsfcld had caid that ho road only the deferred 
gross profit item on Plaintiff's Exhibit 7-A, that is suoh 
a material and overwhelmingly significant representation, 
va aro not — when you talk about reading just one line out 
of 25 lines, that sounds like it in very unimportant, but whal 
you aro talking about io tho key to the alleged profitability 
of this entorprise. 

THE COURT* You don't have to label it significant. 
All Z am trying to find o;at is what vua the representation. 
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Number tv/o io was that representation false? 
TTmnbar three # I suppose hie oye was the material? 
And number four, was it relied on? 

And five, was there damage? That is what I want; 
in that order. When 1 cay representation and falsely, 

I moon in the broader term of the Securities Act. 

IIR. HAIKOFP* Tho falsa misrepresentation io the 
otafcemsnt on Plaintiffs Exhibit 7-A that there was a 
deferred gross profit of $1,795,500. 


TIU3 COURT t tihy is that false? 

KA. UAIKOPP* xt is false because it io predicated 
upon two extracts, Exhibits *3 and 14, which do not 
represent conaui^atod transactions, which were executory 
contracts, v;hich wore never enforced, end never enforcible, 
and v/hich involve a situation on the facts where the 
Court could find that this was a transaction which was rigged 
for the purposo under circumatancoB which establish that 
all that Pirootono paid was $5,000, end all that Continental 
Recreation paid v?ao $5,000; that under the ciraurootances 
irhuro it appears that the corporation is about to sell seven 
and a half million dollars of securities, so that the motive 
to falsify ia oloar, and v/horo there is nothing in the record 
wnich entabliohoa or nothing in the work papers which 
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establishes anything which rcootely indicate, that this 
is a gonuitto transaction. 

®‘ 3ra iS " *» » lease, for a*,.,,!,, j* 

the contract, a sale and lease bade. 

Thare is no lease in the file. There is a 

reference to convalescent hospitals. Bell, now. ho* can you 

^ and sou hospitals without sons reference to whether they 

-a licensed hospitals, whether they have equipment, what 

oquip^t do they have, and yon are dealin, with hospitals in 

"" ~ W ‘ states are not indicated. 

If you analyze* the documants themselves. If your 
Honor ploaco, they themselves, I believe, are prima facie P rJ 
of fraud, which should have been apparent to anybody, let 
along an erport auditor under those circumstances, and taking 
Into account all of the other factors. 

C0TOT ’ a ° Vou show that it was knowingly 

raado by Laventhol? 

"* aMK0PP, " oU » «»y had the papers, your 
Honor. Thoy didn-t bother to check with - they had the 

papers. Anybody looking nt that contract purportedly 
involving tho sole — the purchase in the first place by 
Plreotone of 25 or 30 hospital, in different counties. 

Where the counties aren-t opacified, in different etate. 

'whore the states aren*t specified, from some Ohio corporation 
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with a reference to a lease back, all that is available 
to Laventhol. They have the paper* Mr. Lipkin testified 
to it; and presumably if he is called upon he will reiterate 
that testimony* . 

The point of the natter is that the documents, 
our contention is, on thtair face, prove that this is & 
rigged transaction, or that the Court coulu properly, 
in tlio aboonco of an explanation by Lavanthol, draw 
that inference* 

That 9 o why we claim the transaction is false, if 
wa3 an option if at all, if it had any lsgal significance 
at nS.l or any waning at all, it was at uost an option on the 
part of Firostono to buy those hospitals, and an option on 
the part of Fudorian or Continental Recreation to buy them, 
if he raised the capital; and tliero is nothing to indicate 
that either one of them over haS the slightest intention 
of going through with this deal :h©r the transection — 
after the — after they obtained tha seven and a half million 
dollars. And they never did, as thu evidence shows. 

So that's why wo claim at laast prime faoie, 
subject to on o:rplanation by Lavontho], that that statement 
was false. 

Now on the question of reliince, w* have the 
fact that at loaot as to thi3 it ia ©weeded that f'r. 
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Horzfeld read that figure. 

la any event, so i>ur as the damages nr* concerned, 
we have the fact that $510,000 was paid, that a claim — 
that theiro has been a recovery of $357,000, so that our 
claim is for the difference, plus interest from the 
that the money — or the transaction — was Consummated. 

Essentially that is our position. 

MR. CRJYCO» May X respond briefly, your Honor? 

TEE COURTi Eriefly, yes. 

HR. CRUCOt Pirst of all, your Honor, I think there 
are two major, and a lot of minor, problems with Mr. Haimoff'i 
presentation. 1 won't trouble you with the minor ones. 

I think they are adequately dealt with in th brief's that 
wa have submitted. 

The two major ones are that Mr. Haimoff assumes 
vhat I think wo just established he was not entitled to 
ficoissa when he reopened his case to submit certain evidence. 

In other words, he argues to you that, as if he 
had come proof that the transaction reflected by Exhibits 
12 and 13 wore "obviously phoney transactions." 

How thoro isn't a dot of evidence to that effect, 
so he trios to coho that up by quoting the substance of 
the Axaborson memorandum as saying that on such and such a 
date this otete of facts pertained, as if in fact it did> 
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but your Honor received tho Ambsrson memorandum specifically 
indicating that he v/au not receiving it for the proof of 
the truth of tho contents thereof, end in tho absenoe of 
tho proof of those contents thereof, Mr. Haimoff's argument 
from them ia improper, and his proof is absent. 

He has taken the position, and it ia an essentially 
bootstrap position, that if he can show a transaction, charac¬ 
ter! ::o it ao obviously phoney without proof thereof, and 
than cay that bacauso it waft obviously phoney based on hia 
characterisation, Laventhol should have reached the same - 
conclusion, he con therefore impute to Laventhol a knowingly 
misleading ctc.teir.ant; but the advice of that chain ia 
that ha has no proof of the underlying f&ct on which his case 
depends, that tho transaction was, as he put it, obviously 
phoney. 

His judgment as to what is obvious I am afraid 

r 

does not 3atiofy tho requirements of a prima facie case, 
os that on tho question of whether there was wrongdoing, 
nevar mind knowing wrongdoing, wa depend upon his character¬ 
isation of a transaction. There isn't a piece of evidence 
in haro that those contracts are not iogai, valid, enforcible 
and binding in accordance tilth their terms. 

THH CGtrar* But thore isa*t any question, is there, 
there io no dispute, title hadn't passed? 
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MR. CHACO* There is no proof, your Honor, in 



this case. 

THIS COURT* Than how would you 

MR. CHACO* I am sorry, I hadn't finished my 
onc-oar. There is no proof in this case that those contracts 
under California custore and usage ware not perfectly adequafc 
to pass equitable title and require accounting for the 
transaction in accordance with it 3 terms. 

TUli COURT* Assuming that they were contracts 
for tho purposo of land specifically onforciblo sufficient 
to work an equitable convoroicn, nonetheless, is it not 
misleading to toll tho purchaser of stock that you have 
acquired certain proporty when all you have is a contract? 

KR. CHACO* if that is all you said,perhaps, 
but if you said you acquired it by contract of purchase 
; and sold it by contract of sale which ia what Note 4 says, 
tho purchaser would bo on notice that the relevant instrument 
wore not deeds but contracts, and the advice — tho second 
major advice in Mr. Haicoff's presentation is that that 
explanation, that tho relevant instruments were contracts 
of purchase and contracts of sale, was contained in Note 4 , 
\fhich his client admittedly did not read. 

Mow, tha issue about reliance and causation 
j wao brushed off by Hr. Haimcff by aaying that ho had — 
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that the testimony is clear that Mr. Her 2 fold read the line 
about deferred profit. 

Kali ho read the line. He did not read the note 
that the line specifically refers to; but I want to take 
further isGua, your Honor, with the characterisation that 
Mr. Haimoff makes of what the misrepresentation under the besl 
cot of oircuraotancos in hia case is. 

If ho in suing Lavonthol for a misrepresentation 
contained in its opinion; because tha financial statements 
are financial statements of the company, and the only 
representation that an accountant makes ia that they fairly 
reflect tha financial condition of tha company; and the . 
tostiraeny is uniform on tho plaintiff's own case that that 
representation that they fairly roflect the financial 
condition of tho company runs as Mr. Fell sat acre and 
said to tho v;holo package, to tho entirety of tte financial 
etatoisonta talien as a whole, not one lino extracted from it. 

hnd if he had read tha financial statements token i 
aa a whole, he would have e©ea that they waro contracts of - 
purchase end sale, not deeds. Bo would have seen the treat- 
i^nt accorded tho doferred incosa. Ea would have axon that 
tho collectability of tho portion of the income which was 
deferred was on olemant of qualification in tho account's 
opinion; but ho did not read the representation, tho only 
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mbrf 10 

representation which can be laid to the accountants here, 
nearly the representation contained in their opinion. 

That is the only representation an auditor makes, 
and it is the only representation, I might draw the Court's 
attention to, that any auditor has ever boon held liable 

in this or in any state court for, on a certified set of 
financials. 

I am not quite finished yet. 

I don't think that the issue of reliance and 
causation, which must establish a nexus between the ois- 
represontat3.cn of Laventhol, not of Firestone, but of 
Lavonthol, end the damages elated by the plaintiff, has 
boon made nor do X fcolievo that that insufficiency of proof 
can bo papered over by the assertion by Kr. Hateff that 
admittedly ha read on© lino out of seven pages of report. 
That on© line wo think accurately portrayed the circumstance 
to which it referred taken together with the note which 
revoels tho character of the instruments involved, and 
tho transaction in detail. 

In short, wo say that there waa nothing misleading 
about tha misrepresentation taken on its toms. There was 
no causation battracn any nisropzeaentation and tho damages 
horo and Hr. noimoff, relying as ho does on a body of 
“obvious facts," "obviously phoney transactions," has to 
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bo put to his proof, that tha transaction was phoney, that 
it was not what it was purported to be, and he has utterly 
failed to chow that by any competent evidence in this record, 

M2. mmoFP* i tliink we are now, if your HOnor 
please, at tho heart of tha case. How do you prove a 
fraud? It*a vary rare,if your Honor please, that you have 
testify of witnesses who heard conversations Iks tween the 

conspirators in which they say, "Lot's rig our ftateaent," 

» 

you don't have that. 

You have in practically all cases of iraud that 
I havo over hoard of circumfitancas from which tho Court 
drav<3 an inferences of fraud. 

Mow hero oauatinae, your Honor, that if your Honor 
would look at fchono contracts theme elves — suppase, for 
©Jccnplo, just to illustrate csy point, this was a contract • 
to buy tho Brooklyn Bridge, and a contract to se\l it at 
a profit of 40 million dollars. 

New than Mr. Craco could say, "Kali how do you know? 
luint. evidence do you have that they wore not really buying 
and soiling the Brooklyn Bridge?" 

troll, I don't know what evidence I could adduce 
ea that subject. oust all x could say was, if your Honor 
please, thaso pcoplo era buying and selling tho Brooklyn 
Bridge, and isn't that ridiculous, isn't that phoney. 


souses. ;-j Difiwscr onw Mxmess 



UM'f L->') SYAY£3 COl.'I'iT NUfSS 

m.y„ u.y. ;eaw vh.ei : m)<& oqrtu>wut t^co 









mbrf 13 


515a 


THB COURT* Van it falao that they had been 


leased bach to the former owners? 

K». CRACO* The question really is, is there any 
proof in this record that it was false. 

TH3 COURT* is it false? 

MR. HAIMOFF* I Sa y this, your Honor, that where — 
this I think is very important and it goes back to a 
statement made by Judge _ 

TOE COURT* It's all important. I am asking you 
to tell m3 what your evidence is. 

HP.. HAIUOPP* a statement made as of knowledge 
where knowledge thoro ic none, is fraud. 

Tiiat is what Z am about to say. 

THB COURT. I ma not asking you, where is it false. 
MR. HAIfiOPP. Because they had no ri.ght to make that 
statement that there was a lease back when they rover saw any 
loaco, and that's why it is false. This implies that they 
knew thoro was a loaco back, that they had knowledge of a 

Ioqbo back. They had no such knowledge. That's why it's 
false. 

TES COURT* You are saying they say it is ij Tleaa e—■■ 
back when they didn't know whether or not there was one? 

MR. KAZKOPFa Erectly and every other statement 

. * • ■'»*'» • , 

is falsa for the soots reason. 
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And that is exactly my situation here. 

THE COURT t To get away from the Brooklyn Bridge 
and coma to tho case at hand, is there anything in Footnote 
4 that isn't soF 

MR. EhIKOFFi Anything in Footnote 4? 

THE COURT■ In Footnote 4 that isn't soF 

HR. EaiKOFP* Tea, your Honor. Tho first statement 
which your Honor has referred to is a flat affirmative 

raisetatojcont of fact. 

u Tlio Firootono Group* Ltd. acquired by contract 
of solo a group of ccnvalocoont hospitals containing approxi¬ 
mately 1900 bads.* 

i 

That statorsat is false. The Firestone Group for 
$5,000 had not acquired anything, and thoy huu an option 
and tho Asioreon Mercorandua describes it as an option| 
co that tho Laventol firm was at loaot on notice that one 
of the principals or ono of the employees in the company 
talked of it cs cn option, and the contract itself indicates 
that it was an option, and this statement is flatly false. 

Now the proportion ore leased back to the former 
owners. ITtvaro is that in the file? Where is there any 
proof of that? That o—ould have boon in the working papers. 
There is no reference to any lease. 


3 
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Zn November 1969 the company sold the properties* 
That'8 false* 

THE COURT* All right* I will deny the 

4 

■ Talte a short recess. 

(A recaed was taken.) 

MR* £ CLLACK* May wo have just one moment until 
the witness comas in, your Honor? 

HR* POLLACK* in tho interim * m * 

MR* CRACO* Bofore you proceed, Mr. Pollack, 
ruiy the record indicate, your Honor, that pursuant to your 
permission yesterday, tho third-party defendant will proceed 
at this tina on the corporate claim, and we will reserve 
tho defendant's casa until the conclusion of hiB case. 

THB COURT* Yob. 

MR. POLLACK* Your Honor, Z have prepared for your 
uso during our part of the case a set of exhibits with 
an exhibit list* Zt's an extra set A-l through A-20* 

THE COURT* Thank you very much* 

MR. POLLACK* The list is on the inside left of 
the folder. 

THB COURT* Thank you very much. 

(Folder handed to the Court.) 

MR. POLLACK* Also for ease of reference in our 
ceso, Z have marked them A-l,A-2 and A-3, A standing for 
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THE COURT* All right* 

MR- POLLACK* i call to the "tend Mr. Cheater Wadies 


your Honori 
CHESTER 


W A D L 8 t, a witness 


called by third-party defendant Allan, being first 
duly sworn, testified cjb follows* 
direct exaijxhatioh 

By KR. POLLACK * 

o Mr. Wcdloy, vara you employs* by the Firestone 
Croup, Ltd. in Novon&er and December 1969? 

A I was. 

0 In what capacity? 

A I was controller of the corporation. 

0 VJhen did your employe*nt comzaanca? 

A July 11, 1969. 

0 Whan did your einploymmt terminate? 

A I rooignod ao an offiotr of tho corporation on 

Pcbruory 28. 1970, reined ao . ,,r a takar eaploy.a mtll 
Goiuetina in May 1970. 

O Hhat wore your antic a . controller in Hovonber 
and DocGJsbar 1969? 

A I was .* ■ charge of all .reountiag nattar., all 
general aarsiniotrativo tatSara and .11 porooanol matters. 

Bf:m?icr exurr REPcaTeas 
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O Kero you responsible for the maintenance of the 
financial booka and records of Firestone? 

A 1 van, 

0 Did there come a time in November 1969 when you 
closed the books of Firestone? 

A That is true. 

0 Nhan? 

A We closed the bools on Thanksgiving, the 27th day 
of Novorsber. T7a closed them as of 25th. 

Q IThy did you close the books? 

A I was requested to do so by Kr. Fireutone in 
preparation for an audit. 

® you aware that Laventliol Issued a report *wd 

financial etatenants for th© period ending November 30, 
1969? 

A Yes. 

Q Czouse ara — and dated Dccanhiir 6, 1969? 

A I am aware of that. 

0 I show you a document and ask you whether you 
recognise Exhibit A-5 as that report and those statements. 

A There ware two reports. 

O Ploaoo, Z naked you a apocii'io request. 

A This one, okay, ye», x recognise it. 

MR. pollack * i offer it in uvidence. 
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xx 



MR. CRACO* May I ooe it, please. 

(Banding to Craco.) 

MR. CRACO t May I inquire whether this is the mm 
as Plaintiff's Exhibit 7 in evidence? 

MR. POLLACK i I be Have it is but X have not follows 3 
with intense aara the Plaintiff's exhibits. I thought it 
would bo casior to mark those. 

I®. CRACO* I have no objection to admissibility. 

I don't know that wo need to burden the record with two 
copioo of tho sarao thing. 

TUB COURT* We will receive it. 

MR. POLLACKt As a matter fact is is the same, 
your Honor. 

(Exhibit A-5 received in evidence.) 

0 Mr. Wadloy, as of December 6, 1969, the date of 
the Lavonthol report and financial statements, did the 
financial books and records of Pirestone, which you were 
responsible for maintaining, contain any entry showing a 
15 million dollar cola to Continental Recreation Company? 

A 12o. 

Q As of Dscaabar 6, 1969, ware you, the controller, 
rwaro of a 15 million dollar cale to Continental Rocreation 
Company? 


A Ho, X was not. 
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O As of December 6, 1969, did the financial book* 
and records of Firestone contain any entry showing an 
aeoet of 13 million dollars of nursing homes? 

A No, they did not* 

0 As of December 6, 1969, ware yea aware of the 
existence of an asset of Pireatone consisting of 13 -din- , 
dollars of nursing homes? 

A No, 1 was not. 

0 Mr. Radley,did there come a time when yon were 
instructed to make entries on the financial bo,ks and records 

of Pireatone showing a IS million dollar sale t> Continental 
Recreation Company? 

A Yea, there canto such a tins * 

Q When? 


A December 19, 1969* 

0 who so instructed you? 

A Mr* Morris Schwab of Laventhol* 

0 Did he do so fay letter? 

A Yea. 
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0 I show you a documut which Is masked Exhibit 
A-14. and ask you whether that Is a copy of th. lottos 
ho sent tp'you dated D.cembes le , 1969< 

to make those entries. 

• • • .« 

A This is a copy of the;letter. 

MR. POLLACK: i offer it in evidence. 

MR. CRACO: No objection. 

THE COURT: Received. 

(Third-Party Do fondant Exhibit A-14 received 
In evidence.) 


0 Hr. wadley, I show you another document masked 

A-19 and ask you whothur A-ls i. th. enclosure which you 

received with the lottos from Hr. sohwalb, In oth.r 

«ords. th. journal ontrlou that ho was Instructing yon to 
make. 


MR. CRACO: May i see A-14 again, please? 
(Document handed to Mr. Craco.) 

A It Is my recollection that th.re were additional 
entries other than these that were s.nt to mo at that time. 

Q Ar. these entries, which Include 56 In number, 
anong thoso that you wore Instructed to make? 

A Yes, they were among them. 

MR. POLLACK: i offer it in evidence. 

MR. CRACO: No objection. 


1 
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THE COURT; Received. 

(Third-Party Defendant Exhibit A-19 
received In evidence.) 

MR. POLLACK: At this tin*, your Honor, I xespeot- 
fuily call the attention of the court on Exhibit A-19 to 
entry No. 24, which appears on page 9 , instructing the 

booking of the so-called continental transaction, 

1 •' -.v*. 

MR. CRACO: Excuse me, your Honor, I haven't 
up to this point objected to the use of the word "In¬ 
structing,- but I don't know whether it's appropriate, 
and 1 wonder if Mr. Pollack can find a different word. 

I will object to the form of the question. 

MR. POLLACK: I think the letter from Mr. 

Schwalb speaks for Itself. 

MR. CRACO: i think so, too, and 1 think we - 


itself. 


THE COURT: All right, let's let it speak for 


Q Mr. Wad ley, you were the controller of Firestone 
at all times during this audit by Laventbol; is that correct? 
A Thatla correct. 

Q During the audit, were you ever consulted by 
Laventhol or anyone .la, about the adjusting en tile s you 
were asked to make by Mr. Schwalb•» letter of December 18? 

A No, 1 was not. 
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0 Incidentally, was the letter which you received 
frera Mr. Schwalb tolling you to put these varioua entries 
on the books dated and received by you subsequent to the 
private placement of eeven and a half million dollars? 

' MR. CRACO: i object.to the form of the 


question, your Honor, 
speaks for itsalf. 


Tho document ia in evidence and 


THB COURT: It is dated, isn't it? 


MR. POLLACK: 


Tha question ia objected to. 


I merely call the attention of the Court to the fact that 
tho adjusting entries wero instructed to bo made by letter 
of December 18, two days after the private placement was 
mado, and 12 days after tho Laventhol report was dated. 

THE COURT: All right. 

Q At any time during the audit, Mr. Wadley, did 
Laventhol over question you about the $15,000,000 sale 
to Continental Recreation Company? 

* 

A No, they did not. 


Q At any time during the audit, did Lavonthol ever 
mention to ycu anything about tho $15,000,(00 sale to 
Continental? 


A No, they did not. 

Q Mr. Wadley, wero you excluded from any aspect of 
the audit? 


Yes, i was. 
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Q Moose state, to the court la what rospoot you 
wora o© oxcluded. 

* After tho flow workwas completed, the repreaanta 

tlV0S ° f Lavoatho1 mot »ith Mr. Firestone without my 
pjfoaoacQ cad dlccuaocd the audit*. 

HH. CRACO, Excuse mo. If if, a mooting without 
his presence, r don't know how he can competently testify 
to what wao diccussed at It. 

MR. POLLACK: I don't think ha plans to. 

THE COORT: i hadn't heard him lay „hat was 
dAucuocod, did you? 

MR. CRACO: 1 thought h<3 bo gan to say and they 
d^ncuot-wd. n a y x have the roporter read the laat weeds? 

the COURT: If ho did, I missed it, and I 
apologize.' ‘ 

MR. CRACO: May I havo the reporter itad back 
the la3t answer? 

(Last answer road.) 

MR.POLLACK: strike "and discussed the *udit," 
ploaca, at cur sequent. 

Q Plcaoo continue with your answer, Mr. Hadley. 

A I thought that was a ccmpleto answer. 

Mhcvt am I iniooiag? • • •. 


I was unking you to tell the Court the circa.- 
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stancog of exclusion from the audit. 

A Mr * Piraotono had a private effico, customarily 
kept tho aoor looked. I know that representative, of 
Laveathol cam., t Baw the™, and they want Into hi. office 
<md net with him and 1 was excluded. 

° K3BO you OTO = i^kod out Of the Office of Mr. 
FIxoetcnQ at a time when he wan In there with Hr. bipkin? 

A YCf3. 

Q Can you otafca tho occasion or circumstances 
undv^r v;hich that occurred? 

A ThaBO MaEO « number of meetings between Mr. 

Firestone and Mr. Lipkia and his office waa always locked. 


occasions. 


How do you know that It waa looked? 

I tried tha door several times at various 
H. continually kept his door looked, it 


waa a matter of fact t* . 

. It wes not just bacauso of this. 

Q Mr. Wadloy, when for tho flrat time did you 
0C3 tho- Lavoathol report of December 6 and the accompanying 
financial statement which 1 have shown you before and which 
has been received in evidence os Exhibit A- 5 ? 

A Ara wa talking about tho 

Q A-5 is tho statement I showed you which is the 

one that waa used in the private placement, as I understand 
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MR. Craco. I object to the f0 *« of the question. 
Why don't you show hi™ A-5 get through with it. 

A 1 C{:n very quickly. 

(Paper handed to the wltaeaa.) - 

Q When did you rodelVa J that?- . 

A A PP««l"iotoly December 15. X do not have an 
exact recollection. 


THE COURT: Just 30 the record will be clear. 

what year? 

THE WITNESS: 1969. Sorry. 

° " Cd Y ° U ' te ’ Ma<Uc *< over bean given another 
otatcmant prepared and oignod by Lavonthol and dated 
December 6, 1969? 

A Yos, I did. 

Q When? 

A Approximately December 9, 1969. 

Q I show you a docraont markad Exhibit A-4 and 

nak you 1/htthur that is tho otatomant to which you refer? 

A : . YGa ' statement. 

MR. POLLACK: i offer At in evidence. 

tf 

MR. CRACO, May I ask a question on the voir 

diro? 
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VOIR DIRE EXAMINATION 
BY MR. CRACO: 

Q I draw your attrition to the first page of 
Exhibit A-4 whore the notation "Withdrawn and superseded" 
appears. The sane notation appears on the page with the 
opinion and on tha page on which Footnote No. 4 appears, 
along with certain other marginal notations, whsn you saw 
A~4 on or cbiut December 9, were those notations on it? 

A . .NO. 

Q In point of fact, when you received A-4, did it 
have clips at tho top or was it in some sort of bound form? 

A It was bound. 

MR. CRACO: I object to it, you:: Honor. It is 

obvioualy authentically what ho received. 

TriE COURT: Are you objecting to the whole 
document or moxoly to tho notes that are on it? 

MR. CRACO: I am objecting to tlo whole document, 
your Honor, on tho grounds that no proper foundation has 
boon laid for its admission through this witnoss. 

THB COURT: I am afraid your moaning escapes me. 

I would like your exposition on it. 

MR. CRACO: Your Honor, this witness testified 
that on a certain date ho racoived a docuaent. 

the court: Ho idontifiod thiii as the document. 
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MR.POLLACK: Could I cut the argument short? 
wo offer it without the handwriting. I didn't intend to 

offer it with the handwriting on it. it was uy error. 

THB COURT: All right. He is objecting to the 
wholo documont. 

MR. POLLACK: That I don't see. 

THE COURT: As I understand your objection. 

IIR. CRACO: Yos, cir, and my objection is because 
thd portion of the document on which, these notations -- 

'4 

which purport to vitiato tho pagos on which thoy zofer are 
opinion pago and tho Note 4 page and the covor page of 
tho wholo document. Tho first page, your Honor, to which 
I am referring ia tho.pc.go which embraces tho entire docu¬ 
ment. 

MR. POLLACK: Maybe we can cut .Into this, your 
Honor. Mr. Lipkin haa already said that this docuraont 
bcar3 his signature, Lavonthol, Krekstoin, Horwath & 

Horwath. I don't goo any question about its admissibility. 

THE COURT: Your objection is overruled except 
as to tha notations that the witness cays wore jot there 
at the tims ho received tho document. 

DIRECT EXAMINATION CONTINUED 
BY MR. POLLACK: 

Q Mr. Uadley, whe.t happened to thits first state- 
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maat dated December 6 after you received it? 

I actually received several copies of it, All 
bound. i took one copy to the city National Bank 
because tho vico-president of the city National Bank, 

Joseph Lipshur, had been urgently requesting a recent 

financial statement, and i presumed at the time this was 
tho final documsnt. 

A day or Soto lator, Morris Schwalb of Lavonthol, 

Ca, ’~ d ma ' U5d 3aid < "Chat, got all copies of this report 
back to no at oac-',. Thoxo wlu ba hall to pay lf wg 

dervt gat them back, a* don't scad them by mall, send them 

by rnocistnyor." 

N 

1 returned tho copies that I had oa hand, bat 
I did not raturn tho copy that tho city National Bank had 
bocausa I couldn't get it. 

Q. Did you subsequently roobtain that copy from 
the City National Bank? 

A Yaa. After I got the revised report, I then 
w ~ nfc to th£ city Natioa “ 1 Bank and induced Mr. Lipohur 
to givo me back tho copy that ho had, and x gave him a now 
copy, and tha copy that he gavo ma back is tho only copy 
I had left, rad that is tho copy in question hero. 

Q Ycu say you gavo him a now copy. Do you iican 
you gave him a now copy of She second statement that you 
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KQcoivad, Doccmbor 15? 

A That’s correct. 

Q To your knowledge, was there any disclosure 

i» tha second cfcatcmont of tha fact that a first statonwjt 
boar log tho cans date had buen laouod and had b«on pulled 
back by Lavcnthol? 

MR. CRACO: if your Honor please — 

THJB COURT: Sustained. 

MR. POLLACK: i a that event, your Honor, I merely 
call tha attention of tha Court roopoctfully to the second 

utntGx-asnt which As barren of any reference. 

THE COURT: Which is what? 


MR. POLLACK: Barron of any roforonce to the 


fact — 


THE COURT: That is Exhibit what? 

MR. CRACO: Both 7 and A-5. 

MR. POLLACK: A-5. 

THE COURT: All right. 

Q Mr. Wad lay, at the time that you were initructed 
via tho DQccmbor 18 lottor to book the $15,000,000 Bale in 
tha Einoncial books and records of Firestone, were you also 
instructed by Lavcnthol to make certain other entries? 

A Yes. 

MR. CRACO: I object to the form of the question. 
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pA ' A Wad loy-dir act; 

Auditors dca't instruct controllers to do those things, 
to tlio €.:tuiit that lator an argument canto mad* ■ • 
about supervision and control. I don't want feat verb in 
the record without — 

THE COURT: Ml righ t, lof 8 otrike th* verb 
Toll us what v.’ta said. 


HR. POLLACK: Your Honor, may I respectfully — 

THE COURT: Plcaso, will you liston a minute. 
Hr. Pollack? 

MR. POLLACK: I am sorry. 

THE COURT: Ask the witness what he was told, 
what was arid. That io how you do it. 

MR. POLLACK: The conversation was not. oral. 

It was a writing. 

THE COURT: All right, put it in. 

MR. POLLACK: It is Exhibit A-14. 

THE COURT: Put it in evidence. 
mr. pollack: it is in evidence. 
the court: Then it speaks for itself. 

Q 1 quote to you. Hr. Wadloy, from Hkhiblt A-14: 
"Dear Chet: 

"Enclosed are the journal entries wiich we 
generated for he financial statements*. November 
30. They aro brokon down into various entitle.. 
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With one exception,- and B0 oa ^ ao ^ 

It sees oa to oay , -since a. have Ju , t 

ccmpiotcd the tax rotuan i*. * a 

** ia a n»“3t that th* book. 

. *>a clcacd in accordance with those ontries." 

- .... Did those entries, ia addition to containing 

01103 PI “ 9 *» «" •“■WO.000 alleged sal. 
Continental Nation, also contain oatrlea „ ^ 

dof erred charges? 

. A Yea, tUwy did. 

o Did you havo that tine, whoa you received 

““ **“*' °" y r ° !M * lo » to the entries relating to 
deferred charges? 

• v 

A “ — «* opinion that the deferred charges 

i.'jcsoflivQ in view of ~ 

ViGW of available to mo. 

MK. CHACO, Excuse me, your Honor. 

THS C0URT! Io visw «* tha facts what? 

THE WITNESS: la view of 

aaw of tho facts available to 

ma of tha operations of tno company. 

MR. CRACo, x move to strike that answer, your 
«»or. on the grounds that his mental reaction at that time 
is immaterial to any issue here. 

THE COURT: Sustained. 

° IO ^ 0,0 fact «»* thaso deferred charges - 
MR. bleach, Which I ask the court to take 

SfcifiKgrdj DfSYrucr court renter:; 
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Wadloy-direct 

noc. co ; ,o part of Exhibit A-19, which w« haveput into 
ovidsnce. 

Q la It tho fact tliat those entries relating to 
deferred ch ^gca wore not on the books and records of 
Fireutona ua of December 6? 

a That ia correct. 

Q Eow much did those deferred charges amount to, 
Mr. Wadley? 

A Something over $000,000. 

Q Mr. Wr.dloy, to your knowledge, as of the tins 

that you left the employ of Firestone Group, Ltd., was 

tha aalo to Continental Recreation Company ever consum¬ 
mated? 

A No. 

Q AO of tho timo that you loft the company, was 
ths purchase of tha nursing inns for $13,000,000 flora 

Montoroy Nursing Inna over consummated by Firestone Group, 
Ltd.? * .. 

A NO. ''-••• 

MR. pollack: No further questions. 

MR. CRACOx what is your Honor's disposition 
with roupact to lunch? 

the COURT: About a quarter to one. 

MR. POLLACK: Your Honor, I might obsarw that 
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17 

18 
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this man ia from California, and he would like to go back 
if we could poaaibly give him such time as he needed to 
complots his testimony. 

THE COURT* x have a grand jury reporting at 

12.45, so proceed. Wo will use up what time we can. 

I V7©u_i like to accommodate* him. You were an awfully long 

tima in your cres3-examination of a certain accountant. 

MR. CRACO: I understand that. I could 
‘ / 

accommodate Mr. Wadlsy a little better if I had any idea 

% j 

ho waa going to be called. 1 

CROSS EXAMINATION 
BY MR. CRACO: 

Q On what date wora you instructed by Mr. Firestone 
to close the books? 

A I waa instructed by Mr. Schwalb — 

Q By Mr. Firestone. 

A I waa instructed by Mr. Schwalb to closo the 

books as of Nov ^robor 25 in a letter. 

Q Do you have that lettor with you? 

A I have it. 

(Tho tvitt-ssahandi a paper to Mr. Craco.) 

Q I notice you have detached it from some other 
papers. 

A Thaso arc* Gcma personal papers which are an 

sxrmr.rjj district ermr importers 
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analysis, which arts personal. 


They don't relate to this litigation in any 


way? 


MR. CRACO: May 1 havu a moment to look at this? 

(Pause.) 

MR. CRACO: I offer this as Exhibit. F, your 
Honor. Excopt for certain apparent notations on Exhibit F 
it appears to bo substantially identical with Defendant*. 
Exhioxt C, but it seemed to ma s ince thoro wore such 
notations on it, it ought to bQ separately marked. 

/ MR * P0LLACK: Hones was that document 

offered in evidence? 

MR. CRACO: Yes. • 

MR. pollacks May I cea it, please? 

(Paper handed to Mr. Pollack.) 

MR. POLLACK: No objection, your Hoaor. 

THE COURT: Received. 

(Dofondant's Exhibit F received in 

evidence.) 

Q Your testimony was that Mr. Schwalb instructed 
you to close tha books on November 25; is that rirht? 

A That is correct. 

Q in point of fact. Exhibit P refers to a dis- 


r;i.ev ccniAK 
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ooeaioa on November 17, 1969, between you end Mr. Schwalb, 
doos it not? 

A Yea. 

0 Would you toll ua in worda or 8ubstanca what • 

you recall of that dlocusaion which letter purports to 
refer to? 

A Wo discussed the date at which the audit was 
to be otarted, what period of tima i needed to get the 
booka ready for tha audit. 

Wa dloo «=3Cd tho manner in which the audit was 
to be conducted, various and sundry points that are normal 
between an auditor and a controller. 

Q wan the conversation, as you recall it, looking 
towards the execution of a prompt and proper audit, by 
Lavanthol? 


A Yea. 

Q Your testimony was that, by virtue of this letter, 
you had been told to close the books at November 25, but 

was that all that you wore told to do in the first item 
of Exhibit P? 

A The first item says, “you will close the books 
as of November 25, but accrue expenses on an estimated 
basla through November 30." 


was there any point in time on or a,out Novemb« 
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17 when yoii understood that only matters which were on 

\ 

tho books at November 25 wexa to be included in the state- 
moat that was roportod as at November 30? 

A No, there was not. 

^ ^ 4 fact, isn't it, that it's a very normal 

procedure in an audit to close tha books for the purpose of 
commencing the audit, but then to make certain adjusting 
entrica to tha books after the cloae of the audit to 
roflcuct the transactions that had rot yet been posted? 

A That ia correct, 

Q Nothing unusual about that, is there? 

A NO. 

Q Ia point of fact, this letter, which I don't 
balitsva that Mr. Pollack -elicited from y$u, asked you to 

do a whole lot of things to proparo for the audit, doesn't 
it? 

A It dOQS. 

MR. POLLACK: objection, your Honor. it 
speaks for itself. 

THE COURT: Sustained. 

Q Did you understand tha letter of November 17, 

Mr, Wad ley, to bo an attempt by Mr. 'Schwalb pursuant to a . 
conversation he had with you to collect all tha things that 
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Wadley-cross 


you S 3 the controller could helpproduoe in order to set 

“ * courat0 roElectlon o t the financial picture of Firestone 
for the purposes of hin doing an audit? 


qusstlon. 


MR. POLLACK: Objection to tho form of the 

THE court, could i havsth* question, please? 
(Tho pending quention was read.) 

That io correct. 

THE COURT: Sustained. It's too compound. 

MR. POLLACK: Please don't answer until the 


Judgo ruloo, Mr. Wadlcy. 

TIIE WITNESS: oh, sorry. 

THE COURT: It's compound. 

MR. CRACO: i an aorry, i didn't understand it 
to bo compound, but lot ma try it again. 

THE COURT: I am afraid I did. 

0 waa tho purpoao of thio letter ns you understood 
it to record tho understanding that you had developed with 

Mr. Schwalb in tho conversation referred to in the first 
paragraph? 

MR. POLLACK: Objection, your Honor. it calls 
for speculation ao to what wan Ja, tho mind of Hr. Sohval,. 
THE COURT: Overruled. 

MR. CHACO: i am asking for what was in tho mdad 
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of Mr. Wad ley # if i had bosn pQrmittod ^ 

the court: I hoard what youeaid, and I ov«r- 

ruled the objection, and i would an™-*/-* 4 

wculd appreciate your not turning 

thin courtroom into a debating society. 

Absvgt tho question, Mr. Wadley. 

MR. CRACO: Your Honor, i hadn't finished the 
question when Mr. Pollack interposed his objection, but 

If kho reporter could road it back as far as ! want. I win 
taka an anawor as far aa I w *nt. 

(The pending question was read.) 

o PIGMO anewor the question in thatfbrm. 

A Yea. 

Q Ahd woo the purpose of that conversation to decida 
how to approach the audit for the purposes of making sure 
that you as controller produced everythin, that you could 
produce that would be pertinent to the audit? 

A Yea. 

° Did you have any impression in the course of that 
conversation that Lavonthol was trying to avoid looking at 
anything that you had to produce that would accurately 

reflect the affairs of the company at that time? 

A NO. 

COURT: We will receoa now until 2.15. Aro 
you able to give ma any prediction now with some accuracy 
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about how much longer we wi.ll bo on thifl case? 

MR. CRACOs About what, your Honor? 

THE COURT t With some accuracy can you predict 
how much longer this case is going to take? 

i 

MR. CRACOj Let's utart with the gentleman 
who is putting in the proof? 

THE COURT: What about your case? 

MR. POLLACK: Your Honor, I would say that, 
assuming that your Honor dcus act oit Monday, we can certain¬ 
ly complete it Tuesday. 

THE COURT: You cinnot complete it today? 

MR. pollack: No. wa just itartec. with our 
first witness, your Honor. 

MR. CRACO: it might bo helpful, your Honor, 
and this io not abnormal, as you know, io pretrial situation! 
which wo haven't had the opportunity to have hare, if Mr. 
Pollack would disclose to us what witnesses ho intends to 
call, because I could very easily be prepared bettor for 
cross-examination. 

THE COURT: I don't cea how you can say you 
didn't have an opportunity for pretrial. i don't recall 
that anyone asked for ono. I recall my taking two days off 
because a witness wasn't hero, and directing row to have a 
protrial, and offoring to make Magistrate Jaccbs available 
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to you if you v/ftutod one, and you said you didn't think you 
noadcd him, if you did nssd him you would advise mo, so 

aoa't Ploaco moke thoso micatatcmonts. I am not impressed 
by them* 

MR. CRACO: I don't mean to misstate, your 
Honor. wo did hold cuch a pretrial oonf*ronca, which 
Mr. Pollack did not attend, and wo had contacted Magistrate 

Jncobo for the purpose of rosolving'any disputes that might 
havo arisen, and neno arose. 

I am just asking at this point, your Honor, 
if Mr. Pollack in tho intorcata of expedition would diacloao 
what wltnooooa ho intend a to call oo that I can bo prepared 
to croao-excnina them expeditiously or tell you that 1 
don't intend to cross-oc amino then. 

MR.POLLACK: I think that that is higly in¬ 
appropriate. 

THE COURT: No, toll him your witnesses, w* 
aren't playing games. 

MR. POLLACK: Also, I would like to point out 
ha talks about t!.ia protrial conforcnce. Wa war* called 
at 1.30 for a 2 o'clock conference. 

MR. CRACO: But we worn all under pressure. 

Judge. 

THE COURT: of course you were. The case has 
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only been psndia, thro. year*. Great pr , 8sur ., 

MR. POLLACK j 2.15, did you aay? 
the COURT, 2.15. 

(Luncheon recess.) 
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AFTERNOON SESSION 

2»4S p.m. 



I MR. SCOTT, i have been hera for two days and 

I fail to sea that my presence is needed. I am requesting 

I ha aliened to leave. 1 cannot afford to keep coning back 

£md f °' th at v “ ried ooonsols* whins and 1 f oe i ao real 

interest in this natter and i an requesting I be allowed to 
leave. 

'° m3 CCml ' ^, If you liave anything you „t 3h to teatif, 

II to or any evidence you wish to offer in this case, you can 
12 do it now out of order. 

MR. SCOTT, r don*t have any. 

ran COURT» you have a right to stay hate and to be 
W present, but, of course, like any other right, you can waive 

'4 that right if you ohoooo to do so, you understand tiat» 

17 J MB. SCOTT. I do. 

18 THE COURT. Dy doing flo you Ere s .,booting yturself 

19 to whatever judgment eorr.es out of this trim. Do you unler- 
20 otond that? 

21 j ECOlTt j understand. 

THE COURT* And wh&tovor your role nay be. 

MR. SCOTT. I understand. 

"J 732 C0URT, If You freely and voluntnrily wish 

25 j to waive your right, you can. 

I 
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*®* SCOTT* I do. i trill leave it in the hands 
of tha Court aa to its decision. 

vaa COURT* Does anyone here wish to call Mr. 
Scott as a witness? 

HR. CRACO* i do. 

TI33 COURT* Let*a pat him on out of ozder. 

m. CRACO* Hr. Scott end 1 discussed this before 
your Conor cams on and X understand ho agreed to coma back 
on Tuesday to ba taken in order. 

MR. SCOTT* X don't know whether X am legally 
obligated to corao back on Tuesday. 

Botwoen now end Tuesday I will find out whether 
I em legally obligated to attend on Tuesday, if lt is found 
by my counsol, whose advice I will have to obtain in soma 
way, that X am required to coxae back, X will, if no t, i 
shall not. I don't know whether legally X M 

THE COURT* nave you subpoenaed him? 

MR. CHACO. Ho. Ee cama to court under oiroum- 
etances that you know about, and I thought he wan going to 
stay here for a while. X didn't know X had to. Xf x h* d 

to, I would havo. I had an understanding with Mr. Scott 
arrived at in a conversation — 

TUS COURT* Put him on out of ordor and solve 
the problem* 
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MR. CRACO. Yes. your Honor. I win try. I will „« 


M A R T I n 


SCOTT, called as a 


witness by defendant, being first duly sworn, 
testified as follows* 

DIRECT EXAJilHATIOR 
BY HR. CRACO* 

0 Hr. Scott — 


now* 


THE witness* You** 

«r Honor, am I required to testify 


THE court, you are called aa a witness. Everyone 
•>as on obligation to testify. Proceed. 

MR. CRACO. If tho Court plaaoe, I call Hr. Scott 
«t thin tine on the defense of the =, 3a in m 

defense of the counterclaim of the third-party defendant, 
vho are counterclaiming and on my own defense in chief. 

COURT, in ehort. for all purposes. Proceed. 
° Mr. Scott, in November 1969, were you employed 
by tha Pirostono Group, Ltd? 

A Yos, I was. 

° Bhot c «Pn=lty wire you so employed? 

A Vico-prosident• 

O Hero you a director of the corporation? 

A I baliovo so. 
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that period of ttae, did thero cone an 


0-31™ when ^ hecane ^ # ^ 

the firestone Group ltd r>i » nno ^ * 

p *va. planned to enter into? 

A But do you moan by 'lavolved-P 

‘ ° Dla y ° U taOW that 0,6 Pirest °- Ltd. plano ^ 

on Isaua of certain .ecuritl.,? 

A Yes. 

0 And did you discuss that froa tia. * time with 
I Hr. Richard Pirootona? 

A Yes. 

o had was ho also a stockholder of Firestone, 

A ?o the beat of ray knowledge, yes. 

C Was ha a majority stockholder? 

A Yes. 

0 Did you hold stock? 

A Yea, X did. 

0 Kw ' *“ eaaition to yourself and dr. Pirestone, w.r. 
tho M any other director, of the Firestone Corpo,„tlo», 

A Yes. 

° I. It your recollection that you did or did not. 
in your capacity a. a director, deal with the question, 
presented to Plroeton. uana^t arising fro* th, proped 
financing - i win withdraw ^ 

the court. I would appreciate It If yo, wula 
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au keap your voices op „ little. The eco.iatios her. 

are very bad. There is a big hall to till and 1 have 
trouble hearing you up here. 

0 I show you Defendant's Exhibit G of this date and 
ask you if you can tell ms what that document is* 

A It roads, -Minutes Of a Special Meeting of Hie 
Board Of Directors Held November 13, 1969.- 

0 Does it reflect who was present at that meeting* 

A Yes, it does. 

0 wore you present at that meetirg? 


Yes. 


meeting? 


Are those in fact the minutes oE that special 


Yea. 


0 And do the minutes bear your signature at the end 
as secretary of the mooting* 

A Yes, they do. 

HH. CHACO* i offer them in eviSence. 

0 Does your examinatioi of Exhibit G refresh your 
recollection as to your involvm*>ut in the financing 
that was placed by Firestone through Allen t Comp,my, zna.7 
MR. POLLACK* Excuse ra», yout Ho no;?. Kay we at 
least pass on thT exhibit that is being offered before we 


25 I' go on* 
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MR. CR/C 0 t certainly, your Honor. I will withhold 
thw question. 

KB. HAIMorp, I hav. no objection. 

HR. POLLACK» Bo Objection. 

(Defendant' a Exhibit 0 received in 
ovidanco.) 

0 Do yon romarcber the question, Mr. Scott? 

A No. 
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THE COURT; Mr. Scott should have an opportunity 


to object to it as well. 


MR. CRACO; i am sorry. He does indeed. 

MR. SCOTT: I do not. 

MR. CRACO: 1 wonder if the question can be 
read back. The w£aess says he doesn’t recall. 

(Question road.) 

A Yea, it does. 

Q Now, did thoro coma a tima In November of 
1969 when you bcoama aware of certain transactions botwson 
tha Plrostone Group. Ltd. and others relating to what w. 
called in tills cans tha Hcmtcray Nursing Homes? 

A Yes. 

Q And how did that matter como to your attention? 

A I believe that the documents referred to aa 

varied exhibits, both contracts of sale, were placed upon 
my desk and generally information was told to me by Mr. 
Firestone regarding the oituation. 

Q And from that dato on, would you toll us what 
connection, if any, you had with the implementation of 
those transactions? 

A It was my responsibility to attempt to gather 

additional exhibits and reports relative to the exhibit* 
referred to in tha contracts. 

Q And did you in fact attempt to do so? 
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Yes, I did. 

And did you obtain those exhibits as they were 


made available? 


A Little by litfLe, yes. 

Q . Did you have conversations with Hr. Firestone 
about these transactions? 

f 

A • Yea. 

Q In the courso of any of those dealings.either 
with Mr. Firestone or with others, did it ever come to your 
attention that tho transaction by which Firestone bought 
the Montcsroy Nursing Homos was not genuine? 


Q Did it over conie to your attention that the 
transaction by which Fireotone entorod into a contract of 
sale to sell the Montoroy Nursing Homes to Continental 
Recreation wa3 not genuine? 



Q To the best of your present recollection and 
based upon your familiarity with the transactions at the 
time, were both the purchase and the sale of Monterey 
Nursing Homo 3 by Firestone pursued in good faith and at 
arm's-length with the respective parties? 

A Yes, they were. 

Q And at any point in time, did any information 

coma to your attention to contradict that impression? 
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Scott-direct 

oithor In hie capacity ~ well, did you ever have any 

conversation with Hr. Meyer .bout the Monterey Horsing 
Home# transaction? 


A Not specifically. 

Q Did you ever have any conversations with him 

about the Monterey nursing Hemes transactions or the 

accounting treatment that was to be accorded to them, 

A No. 


Q wore you over present when Mr. Meyer had any 
vernations either in peroen or in byphone with anyone 
oltio about that oubjoct? 

A No, i was not. 


do you know a gentleman by the name of Scharff? 


A Yoa. 

Q Who is ho? 

A Alloa Scharff was our burtwsa manager, our general 

business manager. 


When you say -our general business manager,- 


you 


moan the Firostono Group? 


A Yoa. 

0 was he also financial adviser to Mr. Firestone, 

to your knowledge? 

A Idon’t know whether he was a personal adviser, 

but ha was a general adviser to the company. 


Fotev 
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Q w-uxe you ever present when Mr. Schaxff dis¬ 
cussed withanyone else the accounting treatment to be 
accorded .these transactions? 

« 

A I can’t remember specifically. 

... . t 

Q 1 moan to include in that both personal and 
telephonically, 

A ; 1 understand. 

C Did you ever discuss the accounting treatment 
that was, to ha accorded thoaa ti-jmsactlona or either of 
them with any reproaeatativa of Laveathol. Krekstein, 
to your bust recollection? 

A Yos,to a dogroo. 

Q All right, with whom did you have that con¬ 
versation? 

A I believe it was with Mr. Jerry Gottlieb of 
the Lavonthol office. 

Q Who was Mr. Gottlieb at that time, if you recall^ 

A I believe he was the sec representative — this 

was what I thought ho was — for L.K.H.s H. 

Q Whan did you have that conversation with Mr. 
Gottlieb? 

A The approximate time was the end of November, 

I believe. 1 am ^ot specifically sure of the date. 

Q Wh.**re did the conversation take place? 
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A In my office. 

Q Waa anybody 0 I 3 & present? 

A Possibly Mr. Schwalb from time to time. 

Q Mr. Schwalb also oaociated with Laventhol? 

A Yea, he was. 

Q TO tha bast of your present recollection, would 
you toll us what you said to Hr. Gottlieb and/or Mr. Scbwalb 

end what th<sy said to you on tha occnnion of that convar- 
sation? 

A Generally spooking, it. was my position to submit 
tha contracts of sale and go over varied points within 
them with the auditors, with Mr. Gottlieb and Mr. Schwalb, 
relative to varied exhibits we would have to attach to the 

agreements and giving them for their audit original copies 
of documents. 
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Q Did they aok for that meeting? 

A Excuse me? Did they ask for that nuvcting? 

C Yoa. was the masting aet up at their request? 

A I dcn*t remcsmL-ar which. 

Q In any event, did they aak you questions about 
tha purchase of the Monterey Nursing Homos in the coirse 
of that conversation? 

A Yea. 

Q And did you answer thc-w truthfully to the bo.it of 
your ability? 

A Yoa. 

Q Did they aok you questiens about thttoale of the 

Monterey Nuraing Homos, and did you answer them truth¬ 

fully to the beat of your ability? 

A Yoa. 

THE COURT: of course thia isn't, very valuable 

evidence. What was said? You haven'* asked him what the 
conversation waa. So far you haven't, at'xed him that. 

MR. CRACO: I want to establish that inquiry 
waa made about the tonafide3 of the transaction. 

THE COURT: I understand what you are doing. 

MR. HAIHOFF: May wc have a date, your Honor? 

MR. CRACO: Ha testified it waa «vt the beginning 
of November. 
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THE WITNESS: Some time in November. I can't 
pinpoint the exact timing. 

Q Wh&t did they a3k you and what dia you toll 
them about these transactions, as best you presently 
recall? 

A who initiated the agresmanta, who initiated the 
negotiations on both the price and the terms, and I had 
advised them that Mr. Firestone had initiated both the 
initial agreement to purchase from Monterey as well as the 
subsequent contract of sals between ourselves, tht. Firestone 

« * i 

Group, Ltd., and Continental Recreation; and I hud advised 
them that yes, i believe it was Mr. Ruderian who personally 
signed the agreement as president of;the purchas.uig entity, 
and I don’t recall who signed it on the Firestoat Group, 
Ltd.'s bohalf, but I just verified the fact that I believe 
it was tho president of Monterey Nursing inns *ho had 
executed the celling agreement, and that I was to be dealing 
with Mr. Abromovitz who, I believe, at that time was the 
president of Montoroy as to acquiring all the documentation 
in order to fulfill the requirements within thi contract, 
nnmely, tlio title reports and legal description, things 
3uch as that, whatever items the contract calltd for. 

Q V7as that tha substance of your conversation? 

A Basically, yes. 
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^ Did tkfcY aek you to 313 

*«—.*. J P " duc ° d ~— 

Sof contracts? 

A Yes. 

_ 

Q Did you do so? 

A Y «3, I dAd# 

® Did you haw» 

■ b “ «—*»»rm? "• 

: -•*—, m:?" 
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1 doa 't ramarabor tho cmi 

c can iipeicificaiiv «« 

Q Do Vrtn ^ 9 ao. 

you rcjTKjraboj* i *. 

■ generally? 

A No. 

° Do you remember such a orm 

to it that in the „ c ^roaUon if x add 

couroo of that convex*** 

003 "*• Scharff ^ yon „ onl)> • lon "*• ««Y<>r 

e ° Vlsa ita ^ ata2at oftto M ^ UG3t ° d *"* *"»»* 
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d«W-®d income u tha audited statement it rendered? 
you recall that conversation? 

* I don't remember it specifically or generally. 
It could vary wall have taken pla J> bnt , lQt #f 

havo happened than, hath relative £ this issue today and 
other things. ; 

Q Let ma make sura 1 understand. it's not your 

present testimony that you deny such a conversation took ' 
placa? 

A Ho, X don't deny it, but I don't recall it 
.specifically or gcaaor&lly. 

o Was there nay occasion to your memory in which 
representatives of Firestone asked Lavonthol to Include 
in the current income tha entire amount of the profit from 
th® oal ° of tho Monterey Nursing Homes? 

Yea, but don't recall whether tho terminology 
that you used now was tho same. 

Q Deo your own terminology. 

A I rsraomber Mr. Firoctoa© mentioning or inquiring 
ss to Why tho entire difference between the purchase price, 
could not be included, and 1 don't remember distinctly what 
the answer was,but I know what the effect of the answer 


What was tha offset of tho answer? 
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^ That it could not bo. 

. Q And Lavaathol refused to change tha financial 
atatomsnt in that respect, did it not? 

A I don’t know whothor they refused to. I don't 

kaow whethaz it waa rolativo to the first one or getting 

back tha first one, sinco I waa not involved in that issue 
of — 


Q Right. Do you recall that this conversation 
took places after the rendition of tha December 6, 1969 , 
audited financial report, which is Exhibit 7 in ovidenca? 

A Sir, I don't remember the exact dates. I just 
don't remember the exact dates. 

Q • Isn't it fair to say, sir, that after Lavonthol 
took tho position that a million, eeven of the profit ha-* 
to bo deferred, tha Firestone Group, Ltd. exerted it. 
efforts to try to gat Laventhol to change its mind so as 
to include in currant income ta entire profit.' 

A It would ba a fair assumption to raks that. 

Q 'That is the fact, isn't it? 

A " ‘‘When you ssy tho fact —** 

Q That happened, didn't it? 

¥ 

A yqs, sir, it did. 

Q ’ And in point of fact, was not Loo Moyer present 
on ona of tha occasions when that offert was made? 
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I doa’t recall Lao Mayor being in the same room 
with myself and any of the Laventhol people ,t the gone 
tin*. I remember meeting, i believe, Mr. chaaan with 
nr. Firestone, but r do not recall whothar or not Mr. 

Mayer was present. 

.4 

Q f ''do you recall Mr. Mayor being present with you 

in the absence of the lavonthol people during a telephone 

convocation about tho cubjcct that you now say did come 
up? 

MR. POLLACK: Object, repetitive. 

Tho question has been asked and answered. 

MR. CRACO: I am pressing the witness for hia 
recollection. 

A I don't recall. 1 don't believe wo had ever 
been together in a room regarding that. 

Q Did you evor discuss this subject with Lee 

Meyer, and by this subject I mean tho treatment of the 

deferred income by Laventhol with Lee Moyer, to your rocol- 
laction? 

A To my recollection, I did not. 

Q 1 show you Exhibit E in evidence and I ask you 
wh&thor it bears your signature. 

A Yea, it does. 

MR. CRACO: Your Honor, this is the letter of 
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MR. CRACOI You* Honor, this l* the lotter of 
26, 1970, from the Fireotone Group to Laventhol, 

Krekatoin la ooaaoctloa vith tha January 31. 1970 . 
audit. 


Q I show you now Plaintiff* ■ Exhibit 9 )■ auidanc, 
tha annual report to tha shareholders for 1970. 1 „ k 

you to hava that bo fora you for tha moment whil. i 
finish ray last few quaatAona. 


Xh particular, 1 auk you to look at tha balance 
ohtat. Do you find on tha balance sheet of January 31, 
1970, audited statomontaof Firestone an amount for • 

dCtfOSTOd Ch&TgQS? 


A Yea. 


What is that amount? 


A §1/159,035. 

u I ask you to direct your attention to the income 
statement and auk you if you find on the Income statement 
» Una for the audited statement as at January 31, 1970 , 
for dof®rrcd gross profit? 


A Yes, 

Q What is that amount?* 

A $1/795,500. 

Q There is a roforcnc© to a footnote 27 

A Yob. 
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Q Ara you familiar with that footnote? 

A y® 8 # I am reading it right now. 

Q That footnote is substantially identical, i 8 it 

not. With footnote 4 in the November 30 , 1969 , atat^en, 

which hod boon Prepared for an accounting period that ha- 

endoa two months before the one for which Exhibit 9 „, 8 
prepared? 


MR. POLLACK: objection, your Honor. The 
documento apeak £» thomeolvoe. 

the court* Sustained. 

o Do you know then, to bo cubetantially identical 
with the exception of the pon-penoneat from January 30 to 
JuXy 1 , 1970, of a final payment? 

MR. POLLACK: Objection. The documents speak 
for th€iraaalvea. 


MR. CRACO: i am a3klns( ab 0ut vitn9aa . a 
understanding of that fact, if your Honor woul<J fcake ^ 
subject to connsction. 

MR. POLLACK: i prsaa the objection. 

THE COURT: His understanding. 

A Th0y look ver y olmilar except for that Item, 

yes. 

THE COURT: The answer io not responsive. 
Strike it out. 
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Q • Aro they tha flame and did you understand them to 
bs the aama? 


A I understood — 

mk. POLLACK: objection. How can h« speculate 
on that now without looking them ever? 


MB. CRACO. All right. I withdraw the question. 

Q In tha latter of May 26, 1970, which you signed. 

Defendant's Exhibit E, I ask you whether this letter was 

furnished to Lavcnthol for the purpose of Lavonthol's 

iVilianca upon it in connection with the audit of January 
31/ 1970. 


MR. POLLACK: Objection, irrelevant, and also, 
how can ha know tho purposo? 

THE COURT: Could i have tho question? 

(Tho ponding question was read.) 

the COURT: if the witness knows, he may answer. 

MR. CRACO: Hu signed it and sent it. Judge. 

A Yes. 

Q It was prepared for that purpose? 

A Yas. 

Q I draw your attention to tho fifth paragraph on 

tha first page which rends, -oaferrod costs in th. amount oE 
$1,159,035 aro considered to bo properly chargeable to 
operations of future years." 
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• Do you sea that? 

A Yes. 

Q Hia that statement true in your judgment whan 

ycu executed that letter? 

A To the best of my belief,it was at that time. 

Q • Did you *»«»»» baventhol to rely upon that 
abatement aa partof its ccnsideration in including in the 
balance shest the amount of $1,159,035 in Exhibit 9 ? 

A I don't know what they would rely on, but I gave 
fchia in good faith, 

Q But that in what you intended thorn to do, wo a it 

not? „ 


A I intended thorn to use that, yea. 

Q would you look at tha last paragraph of Exhibit 
E, which roads, "Wa further represent to you that all 
transactions and commitmentshave bean conducted and 
completed on an arm's-length bacis.". 

Was that statement true? _ 

A Yob. ; 

Q Was it true when ycu executed this letter? 

A Yoa, 


it the a *** ^ WaS **“ M at Jaauai y 31 . 1570. wasn't 
' 9 . dat0 33 ot which this letter spoke? 

; xt waa troo throughout that poriod of time. 
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Q Hra there bean anything that has come to your 

atteatlcn fron that data to this that loads you to a different 

conclusion as to tha arm-o-length basis of the transaction 

which is involved here, the purchase and sale of the Monterey 
Nursing Homos? 

A No. 

MR. CRACO: Your witness. 

MR. POLLACK: No questions, your Honor. 

MR. HAIMOFF: i have a few questions, your Honor. 


'. I ' ! % 4 - 
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° Mr * SCOtt ' d ° 1 ^eratand that the first time 
this Monterey traaa a ,lo» oe™ to your attention „ ^ 

| you saw the agreeaonta that you referred to? 

A Yes. 

° The agreement for the purchace by Piroutone fron 
Monterey la dated Hovenbor . 2 , 1969. Ia that th(J date ^ 

: y ° U the E9ca ™ 3nt for «» first time or was it before 
fckafc or after that? 

I don t recall 'the exact tiof-n r 

exact data I saw th, 2 agreement. 

o Bore you prenent when the contract „ a3 oign5 , a , 

A No P I was not. 

Q IIh0a y °“ 3aw ifc i,; had teen signed, ia that 
correct? 

A Yoo, i boliovo so. 

0 Can you toll ca whothor or not . 

or not - fou oav both tha 

Moatoroy-Piroatoue contract and the Pireotone-Continental 
contract at the oajK , ties? 

A 1 precisely• I believe I oaw then 

within the nan-, a perioed of time. maybe th« Bane day. or 
oayJ>3 the soma coaont, but «- 

o Bell. 2 Call your attention to the f aci that the 
-ntract between Pireetone and Continental i. dated K o„u*er 

19S9 - DOM th ° t “*»* vour recollection that you env 

vmxm QET(t:cr ecus? Rsw-mrej 
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woth contracts on or about Noveiabar 26, 1969? 

A It was soittotims In November. I still don't 
reiaeraber the exact date. 

Q Iw wouldn't be before November 26th, would 
it, that you saw the Continental contract? 

MR. CRACO* i object to the form of the question 
os argunientative. 


Honor. 


cross ernunination. 


MR. HAIKOFF* I'hia is cross examination, your 
TH3 COURTs All right, overruled. I aa aware it is 


signod? 


MR. HAIMOPF* Yea, sir. 

No, I aocuma it was after tho 26th. 

Kars you present v-hen the Continental contract was 


A No, I was not. 

0 Did you mast the person who signed the contracts on 
bonaIf of the Monterey Nursing Institute, Inc.? 

A Yes, at a subsequent date. 

Q Subsequent to November 26th? 

A Yes, I baliavo so. 


person? 


How long after NoTOwbar 26th did you nwet this 
I believe it was a ronnth, month and a half. 
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I show you a papor which has beau marked 
Plaint iff'a Exhibit 17 

in this case, and 6<:ik you whether 

you ever saw it before, 

A No. 

° Co you obeer7d Shat this menorandua purports 
to h ara been prepared by a D. l. taboreon? 

. A Yes. 


1® D. L. Amborson? 


Group - 


That was Donna Amborson that worked £>r the FirestoL 


0 in what capacity? 

A Donna had cone to us in ordor to sot uj. and 

handle the processing of escrows of all of our purchases 
and sales, 

0 t:ould it ba fair to say that she functimod as your 
£3sictant? 

A It would ba fair to say that oraryon. Sectioned 

in their own way orcopt whan Hr. Firootona wanted ,nothing 
done of then diroctly. 

Q I don't quite understand your answer. W4a sha 
or vao she not your assistant? 

4 > 

V 

A fihon it cane to certain natters, y»«. 

0 How you havo indicated that you wont .Clout getting 
certain exhibits. 


RiLEY 
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I Q And I think you have indicated that the eahibita 

^nt you got had to do with descriptions of the variona 
P-©portico? 

Legal descriptions, zoning preroquisites, require- 
K3nt3 ' thil »go lilca that, y eB . 

0 you got those descriptions what did you do 

fc’ith theia? 

- - looked then, ovqx and according to the ngrae^nt. 

““ “**”* * **« — things to Continental 

^ ^ - - - -o requesting 

^ “ 1 P^tat them, paclcag8 tten 

“* “* ^ 10 for thoir inspection. 

o OU you ton ca whan you obtained the description, 
tnafc you have referred to? 

A It was not right away , inco to , properties were aii 
scattered throughout the country, and « were touch 

with varied psoolo at dif £«»-,»««- 

t title companies and different 

lcw m different state,. 

1 a0n,!: ecsactly when but it „„ ^ ^ 

following week or two weokn XA . 

" €Qka - 14 »AS a later date. I don't 

know the precise date. 

Q can you tell „ now whether it was in January 

or February of 1970 ? 
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.1 bolievo It was in January some time. 

Did yon subsequently deliver those descriptions 
to the Laventhol firm? 

A Not to the Laventhol firm. I believe I delivered 

I then only to Continental Recreation. 

KR. HAIMOPF * i h£»VQ no further questions. 

HR. CRB.CO* I just have two very brief ones 

I hopa. 

■ PJ2CROS3 E3SAHINATI0N • 

By HR. CRACOi 

! 0 I show you Exhibit D which is the undated 

representation letter from (die rirs 3 tone group to Laventhol 
I bolievo this morning you identified your signature at the 
time that I offered that. 

t 

A Yea. 

Q Aro you able to tall the Court appr ilxjaately when 
that letter was transmitted* 

A It had to be or probably was prior the end of 

* 

calendar 1969 nine a it rofors to certain entities which 
woro in the process of being negotiated , such ta the 
Housing Resources Corporation 10 per cent interest to a 
specific employee. 

HR. POLLACK* I move that the answer >e strick en 
as speculative; 
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THE COURT* Overruled. 
MR.CRACO* Thank you. 


r °u VOre to the two contracts. Ha y I 


I havetheo? -ccracts. May! 

(Kr. Hatoff hands papora ^ ^ } 

° Uas ** a acquisition by the pi^a. 

^ . Y Pi «sstoca Group of the 

properties referred to in 

9 _ „ 0 SJraSB "‘ of sale whloh is 

bit 12 ’ fe e» Koateray Horsing Inatitnti 
!0 - 9 institution, subject to 

I leasas that were subsisting on thorn 
II of . 003 Parties In favor 

certain tenants? 

I3 I * 00111,2 yoa eiI Plnia that again? 

u : 0 0,010 l0a °°° on the properties that 

I covered by those contracts? 

15 

A ^oa # I ballovo so. 

J 0 ** 18 14 Vour best recoUection that thoa. 

• lonces wore anthers which yon hnew abont in tha 

18 • ^ ^tion. of these .tatter.» 

19 8 I 

A Vo*, I 

J * *" — occupants. oocnpying th. 

I premises pursuant to those leas.., 

22 A *es. I 

3 _ J 

And your purchase, , I 

4 1 __ ' rir ® Q -^*8 purchase of tha 

f proportioo waa subject to the I 

5 a ^ th ° was ifc not7 

I A *es. 


V-- 
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2 

3 

4 

5 

6 

7 

8 

9 

10 
n 
12 

13 

14 

15 

16 

17 

18 

19 

20 
21 
22 

23 

24 

25 


° tod your sal ° of th ® Properties to the Continental 
Recreation Company waa aXao 8<!bJsot ^ ^ ^ 

it not? 

A Yea. 

o And dia you tall all that to the I*venthol people 
when they asked about the terms of the deal? 

A 1 tola them all the terms of the deal, 
o Including that one? 

A If that was one of them, 1 told them that, yes. 

0 Your testimony is to the best of your memory it 
v/aa olio of them, right? 

A Yea. 

TBK C ° URT ' father questions? you have the 
-ight to ask yourself a question or make any statement you 
caro to Kr.Scott. 

HR. SCOTT» i think I have covered the Raterial 
quit© sufficiently, your Honor. 

THB COURT. Anything you want to nay; yoa cm ray 

it now. 

FIR. SCOTT. IM like to be able to leave to go 
catch an airplane. 

TO2 CODRT. Ml right. Granted. 

You understand your voluntarily valving your right. 

to reiaaia? 


mi iTKera Disinter cam ^pcsters . 
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HR. SCOTT 1 I understand, your Honor. 

THB COURT t You also have the right to submit 
a written argument at the close of this case. It would 
bs probably within 30 days of this case that you would have 
to submit a written brief if you wish. 

HR. SCOTT* I understand. 

THB COURT* All right? 

HR. SCOTT* Thank you. 

{Witness excused.) 


CHESTER 


W A D L B Y, resumed the 


stitnd and testified further aa follows* 

THE COURT* You ara still under oath. 

CROSS EXAMINATION 
BY MR. CRACO* 

Q I show you Exhibit F which was marked on your 
cross examination , and I ask you whether , among the documents 
you wore asked to gather for the auditors in preparation 
for the audit, with a complete schedule of i\ll proposed 
syndications? 

A Yes. 

0 As referred to in item 5F? 

A Right. 

O Right? 

A I understand that's in the letter. 
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Did you attempt to comply with that request? 


* I did. I Mae unable to comply with it. 

0 Why wore you unable to comply with !.t? 

* The information waa not made available to me 


0 By whoa* 

A By Mr. Firestone. 

° So that if anyone wanted to get that inf coat ion. 

they would have to get it frnm tuv 

^ ^ irom "*• p ireatone end not yot 

rights 


A That is correot. 

O I taov that you ware also requested to procure 
in item 5S a complete oohedule of fired commitments to 

purchaoo land or other assets. Did you attempt to get 
that information? 


A I did. 

Q I bog your pardon? 

A I did attoinpt to got it. 

O Did you in fact get it? 
a no; 

0 Was that for the same* reason that you assigned 
to the previous? 

A Tlut was tho same reason. Mr. Pirostone did not 
laafc© tha dociOTonts available to s*>. 

0 And if ocaacno wanted to got those, he < 
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would have to gat them from Mr. Firestone and diacusa the 
heart with Mr. Pireatone directly, in that correct? 

A That is correct. 

O tthilo wo are on the subject of Mr. Pirestone, 1 
baliovo yon testified, and 1 want to make sure 1 heard you 
correctly, the fact is that Mr. Pirestone always kept his 
office door locked, isn't it? 

A Yes, that is true. 

O So that if he wero in thar icing business 

with somebody, it would have been no. ^ ot abnormal for the 
door to have baon locked? 

A That is correct. 

O And it didn't necessarily indicato to you as suasion 
who knew his habits that some dark secret vis being concluded 
inoida; is that correct? 

A That is correct. 

O Kow, I understood your testimony to be that you 
did not know about the transactions in respect to the Konter.; 
Nursing Homas in t?o*e»bor of 1969. la that tno? • 

A I know thoro wan an escrow doped t of $5,000 fro* 
Kontoray. I did not know what it was for. I looked it as 
eocrow deposit, 

0 Tall e a again, would you please, what \our 
position and responsibilities ware in Novoaber of 1969 . 

. . southed nssmicr axwir RUTOtEw* 

SI ATssS CCUil HOUSE 
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A 1 was in charge of accounting, personnel, and 
general administration. 

O Did you have a title? 

A Controller. 

Q Did have anything to do with the preparation of 
financial statements in connection with your responsibility 
for accounting work? 

A Me issued no financial statements other the 
onc>3 prepared by LKH and H. 

0 Could I have the question answered directly, please 

THU COURT* Yes, read it. 

MR. CRACO* May I have it reread, please. 

(The question was read.) 

A They are ethically, yes. 

Q And if Firestone had issued financial statements 
other than those audited by LKH and H, you would have had 
soma responsibility with respect to them, is that right? 

A I would have, yes, sir. 
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° MOW 1 8hOW you 2 for identification, which 

1» n note and stock purchase agreemant of the Pirestone 

UP ' * aire< * your attention to Exhibit B of 

that agreamant which purport© to be a calculated projected 
balance cheat and calculated projected statement of income 

for the 11 months ended November 30, 196 ,, ^audited, and 

I ack you whether that ia not <« 

in fact a financial statement 

issued by Pireotona unaudited by lkh and H during this 

period? 

A That ia true. 

° ° id y °“ havo hhythlng to do with the preparation 
of that statemant? 

A I did have southing to do with the preparation 
of that, 

o What did you have to do with the preparation of it» 

A I prepared coma figures for Mr. Pireaton© based on 
th© figures that he gave me. 

I don’t know if this is the seas or net. 1 , a „ 
tho m to Mr. Pireotone i„ pencil and 1 don’t know what 
happened to thorn, 

o Did you over talk to anybody at LKH and B about 
theca eta tenants prior to, cry, Kovambar is, l, 6 „ 

A No, I did not. 

° Did you rood those financial statements befor. 
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thoy found their way into prijit? 

A Ro # I did not, sir. 

0 Dia you i.ead them after they found their way into 
print? 


A Yes, i did. 

° DAd yoa n °tice the figure on the projected 

statcraant of incone for land and incone producing property 
sales? 

A Yes. 

0 What was that amount? 

A $17,700,000. 

O Did you know at the time that you read that where 
the $17,700,000 of ealeo cam from? 

A No, I did not.. 

Q Notwithstanding that you ware responsible for 
financial etatemaats Issued other than those audited by utB 

and H, you did not know whore the sales figure cane from, 
is that correct? 

A That is correct, I did not know where It sens Iron. 
POLLACK * Objection. 

TH2 COURT* Could I have the question again, 

please. 

r . 

; * • 

KR. CRACO* l will withdraw the question. 

O Did you know what <die sales of the company 


Fa EY « 
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woro as at November 30, 1969? 

A Tho actual sales that I had booked, yes. 

Did they amount to $17,700,000? 

No, they did nor. 
tfhat did they amount to? 

Soma six million dollars. 

Oid you ask Mr. Firestone where the balance of 


0 

A 

O 

A 

O 


thos© sales came from? 


A Yos, and he B^id that he will take care of that. 

Q So you don"t know where those additional sales 
came from? 


A No. 

O And you didn't when the financial statements went 

out? 


A • That is correct. 

O And if somebody v/antod to know where those additions 
sales caroa from or anything material about them, I guess 
he had to ask Mr. Firestone and not you,is that right? 

A That is quite correct. 

O And that includes Lavonthol? 

MR. POLLACK* Objectioni speculation. 

Q If La von tho 1 wanted to fimi out about those 
additional ualoo they would have had to ask Mr. Firestone, 
not you, right? 
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A Right* 

MR* POLLACK* I ask the question and answer be 
stricken, Ha is not obliged to speculate, 

THE COURT* Sustained, 

HR, CRACOs May Z ba heard briefly on that, your 

Honor? 

Mr* Pollack adduced testimony that Lavonthol never 
questioned the man about this transaction. I tea trying 
to ehow that Laventhol had cn accurate sense of who to ask 
about this transaction and that thoir failure to ask 
vao the result of his having nothing to do with it, 

t 

They tried to paint some dark picture about that. 

THE COURT* Tho question is improper and the answer 
is Improper and it is stricken* The argument may be a 
perfectly valid one bpe6d on the other facts that you have. 

Q la it accurate, just so tie record is correct, 
that tho two solos — that the sales that you had booked 
on your records wore two sales aggregating $6,739,000, 
one of than involving Uarqua Boro and one involving 
Huero Crum, is that right? 

A That's Crow* 

O It is Crezaa In Spanish, isn't it? 

A Tes, air* 

O And thoaa wore the only sales you had bov*ed? 
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A That la correct. 

0 And you didn't knew anything about any others? 

A • i did not. 

0 And that is ti/’e even though a financial statement 
waa put out in a note in the stock purchase agreement by 
tha company of which you ware the controller? 

A That is correct. 

0 Now, did you have anything to do with the under¬ 
writing through Allen & Company 1 connection with 
which this note to stock purchase agroorasak was prepared 
and dioeerainatad? 

A I did not. 

Q Did you talk to anybody at Allen s Company about 


20 H • 


23 3 - 


24 « . 


A No, air. 

O Did you talk to Mr. Mayer a!)out it? 

A Never root Mr. Moyer? 

Q In your life? 

A No, sir. 

Q Did you talk to Mr. Scottabout it? 

A ilo, sir. It was not in ny ama of operations. 

Q Did you ovor talk with Mr. Scott about the purchase 

and sale of th© Ilontaroy Homao ui all? 

A At a la tor time. 
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O now much later? 

A After 1 obtained the journal entries, putting them 
on the books aa a purchase aid sale, I then asked Mr, 

Scott for the documents or copies of them 
O Did you get there? 

A Ho, Z did not, 

O Did you remonstrate with Mr. Scott about not giving 

them to you? 

% 

A He said lie was ordered not to give rjo cie. 

Q By whom? 

A By Mr. Firestone. 

Q Did you diecuso with Mr. Scott at any tine the 
treatment afforded those transactions on tha audited 
statements of Firestone for the period ending Novanber 30, 
1969? 

A I asked for tha documents rather than a discussion. 
O You told uc about that and what became <f it 

1 Did you over talk with Mr. Scott about ':ha 

1 accounting treatment accorded thoso transactions Ln the 
audited statCHsata for the period ending Hovomboi 30, 1969, 
yoo or no? 

« 

A X wculd say no. 

0 Did you havo any responsibility internally in 

. i 

Pireafcoaa for following up cn tJie implesaantation of either 
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° purchase of the Monterey properties or their sale? 

A No# sir, 

0 °° Yon know who did? 

A Mr. Scott. 

O I show you Exhibit E dated May 26, 1970, 

and ask if m addition to Mr. Scott'a signature at the 
bottoa of page 2 youra appears? 

A Thatie my signature. 

o And Khan you signed it, did you intond that letter 
to be conveyed to laventhol. Krekstein for the purpose of 
thoir relying upon it in the course of preparing an audit 
opinion for too porlood ending January 31, 1970 ? 

A It had to have been written for that purpose. 
iTicra is no question about it. 

0 That ie wh Y You signed it? 

A Yoa. 

o And that was for a period ending son. two month. 

after the audited statements involved in this litigation, 
is that right? 

A That la correct. 

° NOW, you are familiar with toe faot, are you not. 

Mr. Hadley, that a representation letter of this character ' 
speaks as of the last date of the accounting period for 
which toe audit is being given, is that righto 

tOlWHEKM CtSYfttCT CCi'&Y K8-P0STESS 
. IA>*3Tt£0 S'fAYES GOfLK-JY MG.KSE 
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A That is correct. 

O So that this sot of reprasiuitations was intended 
to convey to Lavsnthol your understanding of the state of 
facta aa at January 31, 1970, ia that right* 


itself. 


MR. POLLACK* I object. The document speaks for 


THE COURT* Overruled, 


A The items on the books at January 31, 1970, follow 
tho course of procedure tha<: was established by 1>KB and B la 
the. audit ia Docetober. So there vao so change in procedure 
froa tho audits that they aide end the additions that ware 
msdQ in that audit. 

THE COURT* Tho answer isn't rssponsive. 

MR. CHACO* I don't think it is, your Honor. 

hay Z rofranv tho question? Perhaps the witness 
didn't understand it. 

O To the extent that they purport tr < , representatioi r, 
in this letter, the representations that *- >gn ®d were 

supposed to bo true aa at January 31, 1970, isn't that right? 

A Tea. 

0 And you intended Laventhol, Krekstein to understand 
thi\t they waro represented by you to h» true as of that 


date? 


Yea. 
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0 And ia that true with respect to the statement on 
page 1 in the fifth paragraph — either not numbered but 
it ia the fifth one by count* -Deferred cost in the amount 
of $1,159,035 are considered to be properly chargeable to 
the operations of future years"? 

A Yes. 

O Jins Has it also true of the last paragraph of 
tho letter, "He further represent to you that all transaotioni 
and corcmitrcants have been conducted and completed on an 
arm's length basis"? 

A Yea. 

MR. POLLACK* is that letter in evidence? 

MR. CRhCO* It ia Exhibit E. Does it bear ~ 
if there i 3 any doubt it has been offered, I offer it if 
it hasn’t been before. 

I baliove it to be already offered into evidence. 

THE COURT* We will take a short recess. 

MR. CRACOe 2 am thoough with this witness after 
this exhibit. 

THE COURT* V 3 will take a short recess. 

(A rocoss was taken.) 
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MR. CHACO: Your Honor, for the sake of the '/ 
record, I have shewn Exhibit B, tho letter of May 24, 

1970, to all counsel. I now offer it in evidence* 

T’JE COURTt Received. 

(Defendant's Exhibit B received in 
evidence.) 

REDIRECT EXAMINATION 
BY MR. PCLLACK: 

2 Mr. Wadley, this morning when I asked you 
questions on direct examination — 

THE COURT: I am sorry, Mr. Pollack, I don't 
roetn to interrupt you. When you turn your back I can't 
hrar you, and I don't think the court reporter can. 

MR. POLLACK: Ygb, sir. 

THE COURT: So keep facing the Court. 

Q Mr. Wadley, this morning when Z asked you 
questions on direct examination, you said that you received 
ino.ructions to put the Continental transaction on the 
be*ko from Lavonthol on the 18th or 19th of December 


through Mr. Schwalb's letter. I then showed you certain 
ournal entries which accompanies the letter. You 

f 

testified that you received them, and that indeed you 
received certain others. 

Tho journal ontrios that I showed you were A-19, 
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I now show you A-IX, 12 and 13, and ask you whether those 
ware the additional one? that you received with the 
schwalb letter, which is A-14. 

A These are. 

HR. POLLACK: 1 offer than in evidence. 

HR. CRACO: May I see them. 

(Papers handed to Mr. Craco.) 

THE COURT: Received. 

(Third-Party Defendant's Exhibits a-11, a-12, 

and A-13 received in evidence.) 

Q Hr. Wadley, Mr. Craco asked you ^rtain 

questions -About Exhibit E. I now ask you wither you 
had any participation at all in the preparation of the 
January 31, 1970, financial statements. 

A No, I did not. 

0 At the time of this letter which is da*.ed May 
26, .1970, and I am referring to Exhibit E, were yc» still 
the treasurer or controller of Pirestone? 

A No, I was not. 

Q When had you resigned? 

A February 28. 

MR. CRACO: of v/hat year, if I may ask? 

THE WITNESS: February 28, 1970. I am lorry. 

Q At January 31, 1970, did you have any ii formation 
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in your possession about. the nature of the Con t i n e n ta l 
Recreation transaction? 

A NO, X did not. 

Q Other than the journal entries which Mr. 

Schwalb had told you to make; is that correct? 

A That is correct. 

Q Ware you asked to sign this letter. Exhibit E? 
A Yes, * was. 

Q Was it given to you to siyn the week that you 

left the company? 


Q Did you make any investigation in connection 
with thir letter? 

A X did not. I was negligent in 'hat respect. 

MR. POLLACK: X move that the coament be stricken 
afte/ "I did not.* 

THE COURT: Yes, strike the comment. 

Q You testified with respect to Exhibit p, which 

i*. the letter to you from Mr. 6chwalb dated November 17, 
t969, purporting to summarize your discussion of th\t 
morning. You testified that you were unable to fulfill 
the items Sf and 5g. Did Laventhol ever ask you why you 
had not completed — 

A Yea. 
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— item 5f and 5g? 


Yea, they did. 


who naked you? 


Mr. SchwaL’j. 


What did you say? 


I told him that X could not got the information. 
Did ho jay anything further? 


Q Mr. Widley, please toll tha Cor-t your bushes, 
background prior to your position at Fircat.no. 


A i a CPA, graduate~ 6 f Northwester Oniveraity. 

I was with Pmt, Norwich, Mitchell for a coupl. of y«« a . 

• hen I became the controller with tha w. tong 
Company in Chicago. Then X was treasurer of Club . Uuml num 


Products Company. 


Then I went with Huber Homes, a large rosi^ntial 
builds, in Payton, Ohio, and then I was with Lewi. Horn.,, 
a bui.'der in Pomona, California, and then x joia . d to . 


Fire.ton® Group. 


trollor? 


Approximately how long had you been a con- 


I had been a controller or a corporate officer - 


lift? 


Excuat rat — or in th* __ , 

financial area of corporal* 
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25 years. 


MR. POLLACK: No further questions. 

MR. CRACO: Just a very brief recross. 

RECROSS EXAMINATION 

BY MR. CRACO: 

Q With respect to Exhibit F, the letter which 
listed tha requests from Mr. Schwalb, when he asked you 
why you weren't able to get the information and you told 
him why you didn’t get tha information, and you told him 
that you weren't able, did you also toll him what steps 
you had tak&n to try to get it? 

A Yes, I did. 

Q So is it. fair to say th*t at ths end of your 
communication with Mr. Schwalb on tils matter, hs knew that 
Mr. Firestone was the place to go to get the information? 

A That, is correct. 

Q I believe you testified th*t Exhibit E was a 
letter which was seat to Lavonthol for the purpose of 
their relying on it in giving their aud.t statement and 
their audit opinion with respect to the January 31, 19 / 0 , 
statement; isn’t that true? 

A That’s correct. 

MR. POLLACK: I object and I reivw my objection 
as to the document, it speaks for itself. 

sour! u-:uj wander ca xr Repofm-R*. 
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MR. CRACO: i cun getting the purpose of it. 

the COURT: The question la repetitive. 

That ia the Court's objection to it. 

MR. CVACO: it's juat a foundation for the next 

question. 

TK court: x know it. but w. have had about 40 
foundations Mr. craco, and I would appreciate making some 

progrosa *» thia case. x think I hav, boon overly patient, 
especiall/ for me. 

Q *re you tolling this Court that you hold yourself 
out on May 26, 1970, to ba tha treasurer and contxoll.r 

whan ,.ou signed tho latter in that capacity although in fact 

you /ere not? . . 

/ • .? 

A /That is correct. ' 

/ \ 

Q V Did you not intend Lavanthol to believe you to 
l* tha treasurer and controller whan you signed the l.tt.r? 

A 1 *" quit » aur ° that they knew x was not. 

0 Old you intend Laventhol to believe you to be 
signing the i Qtt . r ^ oapaoity although ^ ^ 

occupied it? 

2 

« • 

A I don't remember oven signing the letter, air. 

Q It is your signature, is it not? 

A It's my signature. 

" Dld yOU “ al 9“ February 28, 1970, in writing? 
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Yea. 


° do you hav* a copy of that with you? 

A No, I don't. 

MR. CRACO: Do you, Mr. PoMnek? 

MR. POLLACK* No. 

a . Are «*re any other ropresantatiou, la thi. 

letter that you siqnod oth«*» 

9 otn * r thaa your capacity with are 

untruthful? 

* 

MR. poll^tk; Objection to the fon ofthe 

question. 

the COURJ: To the Witness's knowledgv un¬ 
truthful. 

A You want mo to answer that question, .1*. 

0 If you vould. 

A I had nc knowledge of tho January 31, l 970 
financial conditio,.. I wan no longer active „ 
accounting dopartmint at the time of this letter. 

THE cot nr. Are you tolling us that a letter w„ 
out over your sigaature when you didn't know whether the 
figures and statiments contained in that letter were acoura 
or not? in that what you are telling us? 

■ the (1TNESS, That's true. 

Q And that ia this letter? 

A That is the letter. 
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MR. CRACO: That la all. 

MR. PoLLACX: No furthor questions. 

THE COURT* You are excused. 

(witness excused.) 

MR. POLLACK: Mr. Sam Wii\ograd. 
s s M WXNOGAAD, called ae a wltaes . ^ 

of tho third-party defendant Allen, being first 
duly evora, teotified aa follows: 

direct examination 

BY MR. POLLACK.- 


Q Hr. wlnograd, am you tho presides of Trans 
continental Rcacurcoa , Inc•? 

A I am. 
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Q la Tranacontinental Reaourcea, Inc. th* succeaaor 
nam« com/any to tho Firestone Group, Ltd.? 

A It ia. 

Q When did you beccma president of rrauacontWtal 
R©floux?*a, Inc.? * 

;i 1 ball4VQ i* «aa in the early part of June, 

1971. 

Q was It then called the Firestone Grot,,, ttd .7 

A It was. 

Q At the time that you became president, did you 

also become treasurer? 
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Q Did you, at the time ycu became president a n d 
treasurer, acquire control of certain books and records 
of the firestone Group, Ltd.? 

A X did. 

Q Did those books include the corporate minute 

books? 

A They did. 

Q Do the corporate aunute booia of the Firestone 
Group, Ltd. for 1969 and 1970 make any nferonco whatsoever 

to a $15,000,000 by tho Firostono Gzoup, Ltd. to Continental 
Recreation Company? 

A They do not. 

Q Do the corporate minute books for 1969 and 1970 
of the Firostono Group, Ltd. make any reference whatsoever 
to a $13,000,000 purchase by Firestone from Mo.\terey 
Nursing Inns, Inc.? 

A They do not. • 

Q is this book the corporate minute books of the 

Firestone Group, Ltd., and as it is now u»o*n. Trans¬ 
continental Resources, Inc.? 

A That is so. 

• -'MR. POLLACK: Your Honor, I .to not think it 
necessary to offer the entire minute txok in evidence. 
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I would like to show it to Mr. Craco, i would like to show 
it to the Court, and your Honor will observe from thumbing 
through those minutes that there are no minutes reflecting 
either of these transactions. 

the courv: Just lot*s have the minute book 
dosmod marked for purposes of cross-examination. There 
io no oonsein encumbering the record. 

MR. POLLACK> Good. I offer deemed marked 
Exhibit V-21. 

(Third-Party Defendant's Exhibit A-21 

doomed marked.) 

MR. pollack: Your Honor, shall I proceed? 

THE COURT: Sure. 

Q Mr. Winograd, ia there any corporate resolution 
in the corporate minute books or elsewhere in the files of 
the Firestone Group, Ltd. approving a purchase by Firestone 
from Monterey Nursing Inns of $13,000,000 of Nursing Homes? 

A No such resolutions have been found in any of 
our corporate records. 

Q Is there any ouch resolution approving a sale of 
$15,00n,000 of Nursing Homes to Continental Recreation 
Company? 

A We have found no such resolution. 

Q Did I also ask you to bring the books of original 
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°a**y for th, Firestone Group. Ltd. for November ^ 
Dac*mb*r, 1969? 

A You did. 

Q How did you respond t> me? 

A I directed a search of th. fix,. »t our 
quarters, and we have bees usable to locate any such boo'. a . 

0 At the timo that you becvne president of the 
Firestone croup. Ltd., what was th. .tat. of th. record. 

Of that company f 

A The status of the records, *. Pollack, wa , ^ 
a chaotic condition, I guess partly due to the fact that 
th. company was a petitioner in a chapter xi proceeding 
in the Federal Court in Xos Angeles, and lM1 , r6corda war , 

in the hands of receivers, some In a storage room, some at 
our small headquarters, it was absolutely .haotio. 

Q VOU speak of a reorganisation. -man WM ^ 

A I bag your pardon? 

THE COURT: Wnat was th* df.te? 

MHo POLLACK: Of th* reorganization? 

THE WITNESS: i u ;d*ratax»; your Honor. Th* 
pft'itloa in Chapter XI — 

« 

THE COURT: wh«n you found th* r*coi] a jj, 
st. at a, when was that? 

THE WITNESS: Bstwaon April 2, 1971, ano October 

souruc-raj ojsrtdCT ccust reporters 
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■L# 1971, your Honor. 

THE COURT: All right. 

o Aia you locate hooka of original entry for ^ 
period November aad December, 1969 ? 

A HO have boon unable to locate them. 

0 connection with tha reorganisation of Firestone 

the Federal court in California, how much did the holder 

of each »alt from tho private Pl.cement of December 16. 

1969, obtain? f 

HR. POLLACK: i remind tha Courtthat each unit 

cens/stGd of 5250,000 of notes and 5000 shares of common 
stock• l 

A Mr. Pollack, tho holders of tho 5000 sharoe of 
coeon stock in tho plan of arrangement were rovers, split 

*on to one. and when the court approved the plan of arrang.- 

ooat, tha 5000 ahar.m . I 

hares of old common became S 000 shares of 

naw common. 

With respect to tha 5250.000 of note, that 
5250,000 of debt was converted into 25,000 share, 0 f 

preferred stock callable at 510 . share and convertible 
Into on. Share of preferred for two shares of commor , t 
th* option of the holder of the preferred. 

° " r - Wla0,rad - i3 «« -V record of the Pirrston.l 

croup. Ltd., to your knowledge, indicating that the purchase 
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HOat “ ey "»“** ever uctually „. d . ? 

fl "* havs fcund 00 to indicate that a sal. 

was cons mamatad. 

° A purchase i s what r a8kad yo „ , bout frQm 
Montoroy. . - 

I»o hero found no record of any purchase. 

0 Have you found any record of any sale to 
Continental Rscroation Company? 

A V»- found no auch record. 

ROhhhCK: Ho further questions, your Honor. 

CRACO! B^'nr u4<-h a 

~ r With ma for one moment, your 

Honor. 

CROSS EXAMINATION 
BY M r.e CRACO: 

Q so that X am sure ve all understand the last 
couple of answers you gavo. Mr. Winograd. did you see the 
cwo contracts which are Exhibits 12 and 13 ? 

* I hava, Mr. Craco. 

0 I take it than that your answer to Mr. Pollack 
maan: that you found no record that indicated that the 
r03 P ,otivo purchases and sales had closed in accordance 
with the terms of those contracts? 

A That is correct. 

Q When did you say you became president of Firestone 
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Group , Ltd.? 

^ •£ flint bftciiTiic p.T<fin,_ 

l of that co.Tipaxy, Mr. 

C " aS0 ' 1 WjUt lt was »«*. of xm, and thrroaffctr 

■mJ.t-.vjl , „ c elaotiad a nt» president, anc aa of 
* "oat* ajc i becero tho presided again. 

0 iii. /jJnograd, in fat, ccuriit of ell of that, 
did tb * moQ ™ *» »** the th st oarlaln 

b °’’ 13 ' *° OW * a papcrn *«* th» period November .and 

D-c.bc* of i 9M „ ith a^ po „t to tb« Fteoten* t^. 

hat1 b °* a • Ubp0 "“ d by too Attar** Gonto.-al of tho 
sttTto of New Yo.efc? 

A no, air. 

0 You did not know faefc? 

A Mo, isir. 

° Md yea ask tba Attorn.* Gmoral of tha state, of 

N-3w York whether ho had tli« r<9coi.3i 

* J-scozdi tint you oauldn't f;lad 

als; 2 whuro? 

A I did aot, sir. 

MR. CR^CO: Thjjik you. Th.it in all, 

THE COURTS Y Ca <ir(1 teco'MCiI. 

THE WITNESS; rhjmk you. 

(Wttzetui nxcutmd.) 

rn. .‘OGLACK: tour Honor, tl.a naxt wi>Jlw , 0 „ m 
bl a °'" ,iWhat • 1 - Cn " t ' y - Co > ld >« b»m flv. mu**, to try 


v: ■ :i.v, ?:,cv ca wr ik^Tm-rs 
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